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THE PRESENT AND FUTURE IMPACT OF 
VIRTUAL CURRENCY 


TUESDAY, NOVEMBER 19, 2013 

U.S. Senate, Subcommittee on National Security 
AND International Trade and Finance, 
Subcommittee on Economic Policy, 

Committee on Banking, Housing, and Urban Affairs, 

Washington, DC. 

The Subcommittees met at 3:34 p.m., in room SD-538, Dirksen 
Senate Office Building, Hon. Mark R. Warner and Hon. Jeff 
Merkley, Chairmen of the Subcommittees, presiding. 

OPENING STATEMENT OF SENATOR MARK R. WARNER 

Senator Warner. I am pleased to co-chair this joint Sub- 
committee hearing on “The Present and Future Impact of Virtual 
Currency.” My friend Senator Merkley and I also appreciate the 
work that Senator Heller has done, and I know Senator Kirk is 
going to be joining us as well. 

We are going to do this a little different. Because this is a joint 
Subcommittee hearing, I will chair the first panel, and Senator 
Merkley will chair the second panel. 

The uses of virtual currencies have proliferated in recent years. 
My hope for this hearing is to educate the Senate Members and 
others and start the education of the public about virtual cur- 
rencies, including the potential and drawbacks. I also hope to ex- 
plore how regulators are keeping up with this technological innova- 
tion to protect consumers. 

I have got a full statement here, but I actually have to acknowl- 
edge that, you know, I have been following this development of 
bitcoins for the last few months, and I think I am only starting to 
wrap my head around the potential upside, downside, regulatory 
issues, monetary policy issues, taxation issues, consumer protection 
issues that this innovation represents. And rather than going 
through my whole statement, I just will point out to the witnesses 
that b^ack in 1982 I had the opportunity to get engaged in a new 
industry at that point that was on the cutting edge of innovation 
called cellular telephones. And all of the experts at that point 
thought it would take the world 30 years to develop out a wireless 
network and at the end of that 30 years about 5 percent of Ameri- 
cans would use them. Luckily for me, the experts were wrong, and 
now these devices transform our lives. 

Getting it right from all of the regulatory, financial, consumer 
points around virtual currencies, and Bitcoin in particular, could 
pose as great, if not greater challenge and opportunity. And what 
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my hope is is that this will be the beginnings of an effort to come 
in with open minds, to hear about the potential, but to also hear 
about the important ramifications around monetary policy, around 
taxation. Think about the notion with this 21 million bitcoins that 
could be created, and as we see acceptance — I understand already 
the FEC has allowed political contributions to be made in bitcoins, 
so this is a development that is already in process. But if this be- 
comes a standard currency or tool, it could radically and dramati- 
cally transform the role of central banks, monetary policy. It could 
transform — it has enormous security concerns. 

So I am very, very interested about this hearing as a member of 
the Intelligence Committee. I am concerned as well about the po- 
tential abuse of this development. But I think as we see now about 
somewhere between 10 to 12 million bitcoins that have been mined 
and just the reactions yesterday from Senator Carper’s hearing 
where I believe bitcoins spiked at over $700 per unit, we are talk- 
ing about a currency that has already been monetized, and we as 
policymakers in ways will have to catch up. 

So I am very much looking forward to this and really appreciate 
my colleagues and, in particular. Senator Merkley’s interest in this, 
and with that I will turn to Senator Heller, and we will go back 
and forth with just a couple quick opening statements, and then I 
want to get to introducing the witnesses. 

STATEMENT OF SENATOR DEAN HELLER 

Senator Heller. Very good. Thank you, Mr. Chairman. I want 
to thank you and Chairman Merkley for holding this Sub- 
committee. I want to thank Ranking Member Kirk, and I am happy 
that we are having this joint Committee. I think we need to have 
more of these, and with that, I will keep my statement relatively 
brief 

Today we are here to learn about virtual currencies and 
cryptocurrencies, the most popular, of course, which is Bitcoin. 
While generations in Nevada have mined for gold and silver and 
copper, today Nevadans can now mine for new virtual currencies 
on their computer. 

While these virtual currencies are not yet widely accepted, the 
number of users continue to grow, and we must recognize that 
these innovations decentralize digital payment systems. 

Today I look forward to learning about the long-term viability 
and practicality of virtual currencies. I also want to learn how var- 
ious Government regulators interact with virtual currencies and 
which by their design are meant to be independent, of course, of 
any government. 

I will end with this note: The Internet is a new frontier of inno- 
vation. With every new Internet-based technology, I believe that 
Members of Congress should recognize that we often do not know 
what these new advancements will development into. While we 
must ensure proper safeguards, it is my hope that through hear- 
ings like this we can help maintain an environment that continues 
to promote new financial technologies and innovative growth. 

So thank you again to my colleagues. I look forward to hearing 
all the testimonies from our witnesses. Thank you. 

Senator Warner. Thank you. Senator. 
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Senator Merkley. 

OPENING STATEMENT OF SENATOR JEFF MERKLEY 

Senator Merkley. Thank you, and it is a pleasure to co-chair 
this gathering. I can see by the full room the level of interest and 
enthusiasm in this topic. Certainly this is a new technological 
strategy that has a tremendous number of implications. The wave 
of innovation is reaching into the world of currency payments and 
money transmission. We have all heard about exciting develop- 
ments such as mobile payments and companies like Square, which 
rely on classic banking system payments. 

This latest generation of technology which we are talking about 
today takes things to a whole new level. With the creation of vir- 
tual currencies like Bitcoin and more recently Ripple, we are actu- 
ally seeing payments transacted entirely with peer-to-peer trust 
driving the stores of value. Combined with open-source code and a 
public transaction ledger listing every transaction, virtual cur- 
rencies are truly a completely different animal. 

Similar to the ways that the last decade’s innovations out of the 
Silicon Valley and Silicon Forest have improved people’s lives — I 
had to throw “Silicon Forest” in there because that is in Oregon. 

[Laughter.] 

Senator Merkley. Developments in virtual currency have real 
potential to provide value to American consumers and businesses. 
More transaction costs, more secure money transmission — these 
are significant qualities. At the same time, leaving this space 
unwatched and unregulated will all but ensure it is full of pitfalls 
for users and law enforcement alike. We have had recent news 
about illicit activities, narcotics money laundering; we have had 
rapid fluctuations in the value of the market for the bitcoins. We 
have questions about consumer protections, and there is certainly, 
therefore, a lot of issues about whether virtual currencies are ready 
for prime time. 

Today’s hearing will explore the current and future state of vir- 
tual currency, especially how it affects core financial services that 
families and businesses rely on to move money and make pay- 
ments, where is the potential for innovation and opportunity, and 
where are the gaps and weaknesses along the way. 

I wanted to note I have a recent article here called “Portland 
Businesses Enter the World of Digital Currency.” Back in 2009, 
Gregg Abbott, the owner of Whiffles Fried Pies, was hanging out 
with a bunch of tech enthusiasts along his food cart, and he was 
discussing the potential of the then-new online currency known as 
Bitcoin. And one of the folks hanging out, an early investor, offered 
Abbott 1,000 bitcoins for one of his ham pies. He says, “I did not 
say no. I just got distracted, and the individual wandered off.” And 
then he says, “That was a $250,000 mistake. Silly me.” Well, based 
on yesterday’s value, that is a $700,000 mistake. That certainly 
would have been the most expensive pie in the history of human- 
kind. 

This is absolutely fascinating. By the way, he did proceed to start 
accepting bitcoins, as a number of Portland facilities have done, 
using a mobile app that converts from dollar, bitcoin to dollar, and 
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back and forth based on the most recent exchange rate. So this is 
actually a functional, viable technology at this very moment. 

So, with that. Senator Kirk. 

Senator Warner. Senator Kirk. 

STATEMENT OF SENATOR MARK KIRK 

Senator Kirk. Thank you, Mr. Chairman. I just thank you for 
gathering us together on this Bitcoin effort. I would say that I have 
been worried about Bitcoin, that because it is so complicated it 
could facilitate illegal activities or terrorist activities. 

Senator Warner. Thank you. Senator Kirk, and I think that is 
obviously one of the focuses we will have on this first panel. 

Let us get to the witnesses. Let us get to the real experts. The 
first panel, as I mentioned, will focus from the governmental side; 
the second panel will focus more from some of the advocates, and 
I think it will be an interesting afternoon. 

We have Ms. Jennifer Shasky Calvery, the Director of Financial 
Crimes Enforcement Network, FinCEN, a bureau of the Treasury 
Department. Prior to joining Treasury, she was Chief of the Asset 
Forfeiture and Money Laundering Section at the U.S. Department 
of Justice. As Chief, Ms. Shasky Calvery managed a Justice De- 
partment program responsible for the annual forfeiture of more 
than 1.5 billion in criminal assets and related programs to ensure 
that those assets were returned to victims and reinvested in law 
enforcement. She has also testified before Congress on a wide 
range of issues, including transnational organized crime, financial 
crime. State business incorporation practices, and this one will 
probably break some new boundaries as well. Welcome, Ms. Shasky 
Calvery. 

Mr. David Cotney is Commissioner of Banks for the Common- 
wealth of Massachusetts. He has served in that position since No- 
vember 2010 overseeing the supervision of over 200 banks and 
credit unions without assets in excess of $325 billion. Mr. Cotney 
is an active contributor to consumer protection efforts, both in Mas- 
sachusetts and nationally. In 2013, he was elected as Vice Chair- 
man of the Board of Directors of the Conference of State Bank Su- 
pervisors, on whose behalf he testifies here today. Welcome, Mr. 
Cotney. 

Ms. Shasky Calvery, if you could start. 

STATEMENT OF JENNIFER SHASKY CALVERY, DIRECTOR, FI- 
NANCIAL CRIMES ENFORCEMENT NETWORK, DEPARTMENT 

OF THE TREASURY 

Ms. Shasky Calvery. Chairmen Warner and Merkley, Ranking 
Members Kirk and Heller, and Members of the Subcommittees, I 
am Jennifer Shasky Calvery, the Director of Treasury’s Financial 
Crimes Enforcement Network, or FinCEN. I am pleased to be here 
today to discuss the important regulatory, enforcement, and analyt- 
ical work we are doing at FinCEN to prevent illicit actors from ex- 
ploiting the U.S. financial system as technological advances, such 
as virtual currency, create new ways to move money. 

Recognizing the potential for abuse of emerging new payment 
methods and understanding that anti-money-laundering protec- 
tions must keep pace with these advancements, FinCEN began 
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working with our partners several years ago to study the issue. 
Here is what we learned. 

Illicit actors might decide to use virtual currency for many of the 
same reasons as legitimate users, hut also for some more nefarious 
ones. Specifically an illicit actor may choose to use a virtual cur- 
rency because it provides anonymity, is easy to navigate, may have 
low fees, is accessible globally with a simple Internet connection, 
does not typically have transaction limits, is generally secure, and 
provides a loophole from the AML/CFT regulatory safeguards in 
most countries around the world. 

Indeed, the idea that illicit actors might exploit the 
vulnerabilities of virtual currency to launder money is not theo- 
retical. Liberty Reserve engaged in a $6 billion major money-laun- 
dering operation, and just recently, the Department of Justice al- 
leged that customers of Silk Road, the largest contraband market- 
place on the Internet, were required to pay in bitcoins to evade de- 
tection and facilitate laundering hundreds of millions of dollars. 

That being said, it is also important to put virtual currency in 
perspective. It has been publicly reported that Bitcoin processed 
transactions worth approximately $8 billion over the last year. But 
by way of comparison, in 2012 Bank of America alone made $245 
trillion in wire transfers. Thus, while of growing concern, to date 
virtual currencies have yet to overtake more traditional methods to 
move funds, whether for legitimate or criminal purposes. 

Nonetheless, to address growing concerns, in July 2011, after a 
public comment period, FinCEN released two regulations which up- 
date several definitions and provide flexibility to accommodate pay- 
ment systems innovation, including virtual currencies, under our 
pre-existing regulatory framework. Then last March, FinCEN 
issued additional guidance to further clarify the compliance obliga- 
tions for virtual currency actors covered by our regulations. In 
short, they are required to register with FinCEN, put AML controls 
in place, and provide certain reports to FinCEN. 

It is in the best interests of virtual currency providers to comply 
with these regulations. Any financial institution could be exploited 
for money-laundering purposes. What is important is for institu- 
tions to put controls in place to deal with those money-laundering 
threats. 

At the same time, being a good corporation citizen and complying 
with regulatory responsibilities is good for a company’s bottom line. 
Every financial institution needs to be concerned about its reputa- 
tion and show that it is operating with transparency and integrity 
within the bounds of the law. Legitimate customers will be drawn 
to a virtual currency or administrator or exchanger where they 
know their money is safe and where they know the company has 
a reputation for integrity. And banks will want to provide services 
to administrators or exchangers that show not only great innova- 
tion but also great integrity and transparency. 

The decision to bring virtual currency within the scope of our 
regulatory framework should be viewed as a positive development 
for the sector. It recognizes the innovation virtual currencies pro- 
vide and the benefits they might offer society. Several new pay- 
ment methods in the financial sector have proven their capacity to 
empower customers and expand access to financial services. We 
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want such advances to continue. However, those institutions that 
choose to act outside of the law will be held accountable. FinCEN 
will do everything in its regulatory power to stop abuses of the U.S. 
financial system. 

We have proven our willingness to do just that by using our tar- 
geted financial measures under Section 311 of the PATRIOT Act to 
name Liberty Reserve as a primary money — laundering concern 
and take steps to terminate its access to the U.S. financial system. 
We stand ready to take additional regulatory actions as necessary 
to stop other abuses. 

As the financial intelligence unit for the United States, FinCEN 
must stay current on how money is being laundered in the United 
States so that we can share this expertise with our domestic and 
foreign partners and serve as the cornerstone of this country’s 
AML/CFT regime. We are meeting this obligation in the virtual 
currency space as we continue to deliver cutting-edge analytical 
products to inform the actions of our many partners. The Adminis- 
tration has made appropriate oversight of the virtual currency in- 
dustry a priority, and FinCEN is very encouraged by the progress 
we have made thus far. 

Thank you for inviting me to testify before you today. I would be 
happy to answer any questions you may have. 

Senator Warner. Thank you so much. 

Mr. Cotney. 

STATEMENT OF DAVID J. COTNEY, COMMISSIONER OF BANKS, 

MASSACHUSETTS DIVISION OF BANKS, ON BEHALF OF THE 

CONFERENCE OF STATE BANK SUPERVISORS 

Mr. Cotney. Thank you. Good afternoon. Chairmen Warner and 
Merkley, Ranking Members Kirk and Heller, and Members of the 
Subcommittees. My name is David Cotney, and I serve as the Com- 
missioner of Banks for the Commonwealth of Massachusetts. 

It is my pleasure to testify before you today on behalf of the Con- 
ference of State Bank Supervisors. I thank you for holding this 
hearing today to address the risks and benefits of virtual currency. 

The risks of virtual currency include consumer protection, pay- 
ment systems, national security, money laundering, and other il- 
licit activities. The potential benefits are also diverse: speed and ef- 
ficiency, lower transaction costs, and providing an outlet for the 
unbanked and underbanked. 

With these evolving payment technologies. States are exploring 
the connection between existing money transmitter regulation and 
virtual currencies. State regulators have long supervised money 
transmitters to protect consumers and preserve national security 
and law enforcement interests. 

State regulators are talking with industry and other regulators 
about evolving methods of moving funds. This includes virtual cur- 
rencies, prepaid cards, mobile services, and peer-to-peer trans- 
actions. State regulators believe that an open dialogue among regu- 
latory, industry, and other stakeholders is key to accomplishing the 
goal of determining the appropriate level of oversight and super- 
vision. 

Emerging payment technologies and alternative currencies are, 
at their core, about the electronic movement of other people’s 
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money. This is not unlike the activities of money transmitters for 
which the States have an established structure for regulation and 
oversight. 

Licensing is the foundation of supervision, ensuring that busi- 
nesses in a position of trust are legitimate and accountable. And 
entities seeking a State license must submit information to verify 
their credentials, typically including criminal background and cred- 
it checks, business plans, financial statements, and surety bonds. 

State regulators examine money transmitters on an ongoing 
basis, ensuring that a company does not lose its customer’s money 
and complies with consumer protection laws. Further, States ac- 
tively examine for Bank Secrecy Act and anti-money-laundering re- 
quirements, coordinating with FinCEN and the IRS. 

In addition to licensing and examinations, enforcement is a key 
part of State supervision. After working with the Brazilian Central 
Bank and two private banks in Brazil, my division earlier this year 
found evidence of forgery and ongoing illegal conduct by a licensed 
money transmitter. Relying on existing State-to-State coordination 
processes, 37 States were able to ensure that all customers were 
made whole after we shut down the company. 

Cooperation has been a hallmark of State supervision, mani- 
fested in a uniform licensing system for all States. Originally devel- 
oped by the States as a mortgage licensing platform and codified 
into Federal law by the SAFE Act of 2008, the Nationwide Multi- 
State Licensing System has become an integral part of State super- 
vision for a variety of nonbank financial services providers. Massa- 
chusetts and 14 other States currently use NMLS as the licensing 
platform for money transmitters, and 14 more will start using the 
system in the next year. 

To improve the States’ ability to use the NMLS for other licenses 
like money transmitters, I want to note CSBS’ support for S. 947, 
which enhances the SAEE Act’s protections for confidential or priv- 
ileged information. 

To address the rapidly changing technology and payments land- 
scape, CSBS continues to explore policy options for digital issues 
facing regulators. We look forward to working with Congress and 
policymakers to continue a collaborative approach to all innovative 
financial products and services, ensuring individuals and economies 
are well served. 

Thank you, and I look forward to answering any questions you 
may have. 

Senator Warner. Thank you both for your testimony. 

We will put 5 minutes on the clock and go back and forth. 

I want to pick up on something Senator Heller said in his open- 
ing statement as I try to, again, wrap my head around this. We 
have to strike the right balance since we are talking about here no 
governmental entity, and we are talking about here the anonymity 
that is allowed to take place, the ability to set up these exchanges 
with very little oversight. If we lay too much a regulatory burden, 
we could simply chase these exchanges offshore and still leave 
Americans unprotected. 

So I guess my first question for both of the witnesses is: We are 
talking about this as a currency, but have we really determined 
even that? I mean, there are some who said this may simply be an 



8 


Internet protocol. Or is this a security? Have we thought through — 
or is it a currency? And from FinCEN, and also, David, if you want 
to make a comment as well, you know, has FinCEN consulted at 
all with the SEC or the CFTC as you have started to develop your 
guidance? And then, Mr. Cotney, if you would answer the question 
as well, you know, is there any kind of beginnings of an inter- 
national regime, as you talked about with the Brazilians, how they 
are categorizing this development? 

Ms. Shasky Calvery. Thank you. Senator. I will attempt to take 
those questions in turn. 

So first on the issue of is it a currency, FinCEN is the regulator 
for anti-money-laundering and counterterrorist finance purposes, 
and so we have never opined and still are not opining as to wheth- 
er virtual currency is a real currency, or a commodity, as those 
questions are really outside our purview. 

What we do recognize is that it exists and that it is operating 
and value is being transferred through the U.S. financial system, 
and as such, we need to protect that financial system from illicit 
actors. 

And so we were able to cover it under our pre-existing definitions 
and regulations, which include the concept of other value that sub- 
stitutes for currency. So we did not need to take a position. But in 
terms of have we consulted with other regulatory bodies here, at 
least federally, the answer is we have. Again, as a part of our rule- 
making and our guidance on our narrow lane and issue, we spoke 
with the FBI, the Secret Service, DEA, ICE, FDIC, OCC, IRS, the 
Federal Reserve, NCUA 

Senator Warner. And they all have sophisticated opinions on 
Bitcoin? 

[Laughter.] 

Ms. Shasky Calvery. Yes. Now that I will let them answer. But 
we did consult with — including CFPB from the consumer fraud per- 
spective. But, you know, we have consulted with all of them as we 
can. This is a developing and innovative arena. We were lucky to 
be able to cover it under pre-existing regulations. As we talked to 
our counterparts abroad, which I think was kind of the last portion 
of your question, there is great interest by fellow regulators abroad, 
as they are trying to get their heads around what is this and what 
does it mean. Our German counterparts, like us, had fairly flexible 
regulations in place that they could fit this within pre-existing reg- 
ulations, and so they have done so. And other countries thus far 
have been asking us to see what we are doing and why. 

And, finally, I understand the Financial Action Task Force, 
which is the AML standard-setting body for the international com- 
munity, plans to take up this topic. 

Senator Warner. Mr. Cotney? 

Mr. Cotney. In answer to your first question about the level of 
regulation, that is exactly what the States are trying to do by 
working with our colleagues, both State and Federal regulators, 
law enforcement, working with industry, to make sure that we 
have the appropriate level of oversight and supervision, and that 
we have the tools to detect and prevent illegal activity. 

In terms of your second question on international regimes, I 
think it is important to note that many of these evolving alter- 
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native payment systems are in response to consumer demand. And 
as we have seen in Europe and as we have seen in Canada and 
elsewhere, there is a big demand for more real-time payments at 
lower transaction costs, including the transmission of money from 
one country to the next. 

There are many members of Europe and Canada that have em- 
barked on efforts to speed the payment systems. Ours has not real- 
ly evolved substantially in the last 40 years. So I think now is the 
time to be talking about this subject. 

Senator Warner. Well, I am going to turn to Senator Kirk, who 
I know will press on some of the potential for abuse, but, you know, 
I may want to get back some of the folks from Treasury at some 
point, because I do think there could at least be the potential of 
serious implications about monetary policy. We have taken — even 
though with Congress’ recent actions sometimes we seem to be 
jeopardizing America’s status as the reserve currency, with some of 
our, I think, mistakes we have made, but, you know, if you think 
a little broadly, this could, again, have huge, huge implications. So 
I am looking forward to further pursuing this. 

Senator ffirk? 

Senator Kirk. Thank you, Mr. Chairman. I would just ask Jen- 
nifer one quick question. Have we seen any recognized terrorist 
group ever express interest or actually use Bitcoin for its oper- 
ations? 

Ms. Shasky Calvery. So we have certainly recognized the possi- 
bility and the vulnerability there. There is nothing in terms of in- 
formation in the public domain about a terrorist organization ex- 
pressing such interest or using it, but we would always be more 
than happy to have any outside briefings to discuss that topic fur- 
ther. 

Senator Kirk. Thank you. 

Thank you, Mr. Chairman. 

Senator Warner. Senator Merkley. 

Senator Merkley. Thank you very much. 

I wanted to ask a couple things related to different forms of 
crimes that have occurred with bitcoins. The first thing I want to 
ask is: There is a centralized public ledger that is encrypted, and 
so the anonymity is only in terms of — you are not truly anonymous. 
There is an encrypted version of who owns what. And so one con- 
cern about, if you will, the reliability of a currency is whether that 
encryption can actually be broken. So I want to ask that question. 
There are some very powerful code breakers in the world, and we 
certainly have discussions about our own U.S. capability to break 
codes quite often up here. 

But the second is we have had this series of reported crimes. One 
was a Bitcoin savings and trust which ran a pyramid scheme in 
bitcoins. We also had the hacking of a Bitcoin exchange called 
BitEloor, and as it was reported, 24,000 bitcoins were stolen. And 
we had Instawallet, a wallet provider that was hacked, and they 
lost 35,000 bitcoins. These are not small-dollar items given the 
value of the individual coins. But maybe to paint a little bit of a 
picture for us, how does this all work? If there is a public ledger 
that is keeping track of who owns what, then how does one actually 
steal a bitcoin? 
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Ms. Shasky Cal very. All right. So in terms of breaking the code 
and the really powerful cryptologists that are out there, I just do 
not know the answer to that. I do not know if there is anyone out 
there that can break the code. It has certainly been represented to 
us at FinCEN that it is as strong an encryption as exists out there, 
and so it seems quite safe from that standpoint. 

Senator Merkley. This is prime number trapdoor cryptology? 

Ms. Shasky Calvery. To tell you the truth, I do not know the 
type of cryptology that is used, but I would be happy to take that 
back and get you an answer. 

In terms of some of the types of schemes you mentioned, whether 
it is a pyramid scheme or hacking, probably the most relevant con- 
cept that comes up there is the irrevocability of the transactions of 
bitcoins. So the idea that when I take a bitcoin and pay you with 
that bitcoin, there is no way for me to get that money, so to speak, 
or that bitcoin back unless you choose to give it to me and choose 
to tell me who you are. And so that can be a great tool for 
fraudsters in the pyramid scheme sense or hackers who hack into 
your computer and are able to get your code that is your half of 
the bitcoin, so to speak. 

So as I understand it, there is a public key and a private key to 
Bitcoin. I think of the public key myself almost like the routing 
number on my bank account, and I do give that to others who 
might want to send me money, and I am happy to give that public 
information. What I am not going to give you is the PIN that I use 
to access the ATM in my account, and the private key is like that 
PIN. And so typically the person holds onto the PIN, as it is — or 
the private key. It is only when you put the public and private key 
together that you now have some bitcoin that you can actually do 
something with. And so if a hacker gets your private key, they are 
able to take your bitcoin, and you cannot get it back. 

Senator Merkley. They can modify essentially the public ledger, 
and the public ledger becomes de facto record of ownership. 

Ms. Shasky Calvery. That is exactly right. 

Senator Merkley. OK. So in these — well, OK. Let me see if Mr. 
Cotney has any comments on this. 

Mr. Cotney. Well, you bring up an interesting case regarding 
consumer protections, because as the Director noted, these trans- 
actions are irreversible. And as a regulator charged with consumer 
protection, that is what we are interested in every day: the inter- 
ests of consumers to make sure that their money gets from Point 
A to Point B and that there is someone reliable standing behind 
that transaction. And that is what we are interested in. 

Senator Merkley. Well, in the few seconds I have left, I will just 
say it is fascinating that this system, which is not, if you will, con- 
tinuously tended but is in this public space, has been robust 
enough to hold up for this long without a major flaw that brought 
the entire thing down, it certainly has attracted the attention of in- 
numerable other programmers around the world asking, well, can 
we create a similar system, and so thus we are here today. 

Thank you. 

Senator Warner. And I would just echo, based upon other com- 
modities where there is a physical presence, you can somehow 
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trace it back. The fact that we are talking about something in the 
virtual world really has, again, remarkable ramifications. 

Senator Heller? 

Senator Heller. Thank you. Chairman. I want to thank our wit- 
nesses for being here today. We are trying to grapple with this, try- 
ing to figure this out, and we have more questions than answers, 
and hopefully you can answer some of these questions. 

Ms. Calvery, I just want to know when the first time — when did 
FinCEN first start to take notice of these bitcoins and other virtual 
currencies? 

Ms. Shasky Calvery. Back in probably 2007 with the e-gold 
case. It was back then that we put out, I believe it was, an admin- 
istrative ruling talking about e-gold, which was a commodity- 
backed virtual currency, and even back then put out our view that 
it fell under the money-transmitting regulations issued by FinCEN. 
And so we have been keeping up with it since that time. 

Senator Heller. Do you have any idea what percentage of the 
current virtual currency users and perhaps businesses are partici- 
pating in illegal activities? 

Ms. Shasky Calvery. We would have no way to know that. 
What we do know is if you take a currency, a virtual currency like 
Liberty Reserve, that was an instance where we believe it was set 
up for the purpose of laundering money, and the vast majority of 
transactions using Liberty Reserve were to facilitate criminal activ- 
ity of all types. It is what the Department of Justice alleged; that 
is what we alleged in our 311 action. 

With regard to Bitcoin, I think we may have a bit of a different 
situation. It seems that there is a lot of legitimate users out there, 
and like any type of payment system, it can be exploited by illicit 
actors, and we have seen it exploited by illicit actors, at least with 
regard to the allegations made by the Department of Justice in the 
Silk Road matter alleging that it was used — Bitcoin was used to fa- 
cilitate hundreds of millions of dollars of money laundering. 

Senator Heller. On that Silk Road issue, the FBI seized about 
144,000 bitcoins. What does the Federal Government do with 
those? 

[Laughter.] 

Ms. Shasky Calvery. So luckily that is not an issue that we will 
have to deal with at FinCEN, but I can tell you from my past job 
as the head of the forfeiture program that they will be thinking 
about whether they can sell those assets. 

Senator Heller. Do they still have them? 

Ms. Shasky Calvery. I would have to defer to my colleagues at 
the Department of Justice. 

Senator Heller. I want to talk, Mr. Cotney, a little bit about vol- 
atility. As we know, last week it was trading somewhere around 
$400. It went up to as high as, I think, $900 yesterday, and it fi- 
nally settled at $600. Why the volatility? 

Mr. Cotney. Well, I think that there is a great interest in this 
particular space. There is, as I mentioned, a demand for real-time 
payments and lower transaction costs. And one of the means today 
now that we are looking at is through virtual currency. 

Certainly at the State level, we have a regulatory regime in 
place. As I mentioned, we are consumer protection regulator. We 
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are not an investor protection regulator like the SEC, like the 
States. So we want to make sure that those consumers are pro- 
tected, and just like any investment, someone who is looking at 
making an investment, whether it is in virtual currency or in a 
stock or a bond investment, they need to do their due diligence. 

Senator Heller. Do you follow anything that goes on in China 
and Europe? It is my understanding that they are increasing in 
volume in other countries. Is there any reason for this? Would you 
have any knowledge? 

Mr. COTNEY. I do not have any direct knowledge, sir, no. 

Senator Heller. Jennifer? 

Ms. Shasky Calvery. My understanding is in some countries 
there may be an interest in Bitcoin because it can — where you have 
a home currency that might be considered extremely volatile itself, 
Bitcoin might be considered a better place in which to store value. 
And in other places, it is also considered a good medium for 
transacting — or transferring value. And so if there is not a good in- 
ternal system for transferring value efficiently, it might be used for 
that purpose as well. 

Senator Heller. Thank you. 

Thank you, Mr. Chairman. 

Senator Warner. Senator Heitkamp. 

Senator Heitkamp. In the category of shameless plugs, congratu- 
lations on holding a hearing on something that could be a problem 
later on and is not a crisis right now. It is such a rare moment. 

[Laughter.] 

Senator Heitkamp. Seriously the Homeland Security Committee 
is starting to weigh in on this, and I am going to take this con- 
versation away from the illegal to the practical realities of what we 
are dealing with here. As this becomes, as Senator Merkley sug- 
gested, a common method of transmitting goods and services, pay- 
ment of goods and services, replacing a dollar bill or replacing a 
credit card, which we know are longstanding methods, there are a 
tremendous number of challenges by not categorizing this. 

Now, I noticed both of you, especially you, Jennifer, have de- 
ferred that, saying thank goodness we did not have to achieve, you 
know, that result because we had enough broad authority that al- 
lowed us to pursue this. 

But let us take, for example, a bitcoin being used to buy a pie. 
How do you ring that up on the cash register? What is the sales 
tax on that? How do you record it for income tax purposes? How 
do you transmit it for purposes of payroll taxes? How do you deal 
with this when it becomes a more commonly accepted method of 
transmission? 

And so what I am saying is that it is not just nefarious groups, 
you know, terrorists and illegal operations that have a potential of 
really skirting on the edges. It is, in fact — the more commonly ac- 
cepted it is and the more available it becomes, the more difficult 
it is for regular kind of regulatory activities to be carried out, espe- 
cially tax activities. 

I would like maybe your thinking on whether categorizing a 
bitcoin achieves a result so that we then can think about the regu- 
latory regime or whether we need to create a whole new category 
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and think about this differently. Either one of you can answer that 
question. 

Ms. Shasky Calvery. Sure. From an anti-money-laundering/ 
counterterrorist financing perspective — and I will go broader in a 
moment, but from that limited perspective, it is not as important. 
We have similar regulations across different parts of the industry, 
the idea that they are going to have anti-money-laundering controls 
in place, that they are going to provide certain reports on sus- 
picious activity to FinCEN, regardless of whether it is a commodity 
or a currency or a security, those basic protections will follow how- 
ever we define it. So from our perspective it is not as important. 

But I take your point. Look, this country and all countries are 
going to have an interest in protecting consumers and protecting 
investors and thinking about monetary policy and thinking about 
taxing. All those things and reasons why we have regulatory and 
statutory schemes in every country around the world covering 
these issues, if Bitcoin truly takes off and becomes a serious part 
of the financial system, then those issues will need to be brought 
to the forefront. 

I think there is still a question and that we cannot assume that 
Bitcoin is going to become the major player that many enthusiasts 
think it will. It very well might, and far be it for me to know which 
way this is going to go. I did hear some venture capitalists speak 
recently, though, and say that they saw this as a binary invest- 
ment. This is either going to take off and be the next great thing. 
It is going to be the cell phone of 20 years ago. Or it is going to 
be a nice experiment that completely fails. And so I think we are 
waiting to see, and in the meantime, at least at FinCEN, we are 
trying to make sure that we protect our U.S. financial system from 
illicit actors. 

Mr. COTNEY. Senator, I think you rightly pointed out the dif- 
ferences between legal activity and illegal activity. Illegal activity — 
and we cannot be distracted by this — is illegal no matter what the 
means, whether it is paid for by cash, paid for by ACH, or 

Ms. Shasky Calvery. Guns. 

Mr. Cotney. Exactly, or through now virtual currency. 

On the legal side, those actors who want to play by the rules will 
work through, you know, agencies like mine, will play by the rules 
set by FinCEN, and that is really the importance of a comprehen- 
sive set of regulations, both on the State and the Federal level. 

Senator Heitkamp. Just to follow up on a comprehensive set of 
regulations, you tell me — I am now the State tax commissioner, 
and someone paid in a bitcoin, and I call you up because I find out 
you have expertise, and I say, OK, I just heard that this thing is 
trading for $700, is that what the pie is worth? Do you think you 
could come down and be my expert witness when I collect sales tax 
on $700? 

Mr. Cotney. Well, fortunately I am not the tax commissioner. 

[Laughter.] 

Senator Heitkamp. I used to be. And so, I mean, this is going 
to be a big challenge. And my point is that we can focus on the ille- 
gal part of this, but to the extent that it becomes recognized as a 
valid method in the perfectly legitimate commercial world of trans- 
ferring goods and services, this is going to become an increasing 
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problem. And the more the opportunity presents itself to evade, not 
illegally but to avoid taxation, to say that actually was speculation, 
you know, so are you going to pay capital gains on it — I mean, it 
is a really interesting challenge. And I think we need to be think- 
ing about these issues if, in fact, we see this becoming a way to 
transmit goods and services that is more generally and regularly 
accepted. 

Senator Warner. I think you raised a great point, and since 
many — you know, we point here to today’s focus on nefarious 
schemes, but since it seems from, as I learn about this, a lot of 
folks who are interested lack trust in central banks, you know, 
want to be, in fact, kind of off the grid, a huge, huge number of 
questions. 

Senator Moran? 

Senator Moran. Mr. Chairman, thank you. Thank you both for 
being here. 

Earlier this afternoon I posted on Reddit this hearing topic and 
asked Kansans in particular to comment on what I should know, 
what would be some suggestions for questions that they might 
have. And, interesting, in just the last few hours 125 responses, 
most of them very long and thoughtful. 

Let me explore one of the topics that was raised, and in a sense 
it is regulatory arbitrage. Is there an effort to make certain that 
the regulations are uniform globally? And in the absence of that, 
is there not a risk that the activity is simply taken offshore if we 
are the country that is the regulator? And is there an economic 
consequence to that happening? What is the downside to our coun- 
try and its economy and the opportunities for innovation if the 
United States is the heavy regulator and other countries are not? 

Ms. Shasky Calvery. Sure. Maybe I can take that from both the 
domestic perspective and then the international, because here, of 
course, in the United States we have the States and we have the 
Federal regulation. 

We do, I think, a fairly good job, as Mr. Cotney mentioned in his 
testimony, of the States working together to try to find common ap- 
proaches whenever possible, and then with FinCEN to work with 
the States on the Federal approach and try to get as much common 
ground there as we can so that we have as much consistency as 
we can at least within the United States. Then we go externally. 

Externally, at least from the money-laundering and 
counterterrorist finance perspective, the Financial Action Task 
Force is the international standard-setting body that attempts to 
keep a consistency in standards across the globe, and it is a body 
that has both carrots and sticks, and it has been fairly effective in 
getting countries to put regulations in place. 

But all that being said, I think if businesses are going to leave 
the United States based on perceived or real regulatory burden, I 
think they are going to find the gain short-lived because, as men- 
tioned, countries are going to have an interest in figuring out the 
tax implications and monetary policy. It is not just the United 
States that has an interest in these things and in protecting con- 
sumers and investors and so forth. So the regulation is going to 
catch up, and I think there are plenty of good reasons to bring in- 
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novative business and keep innovative business in the United 
States. 

Mr. CoTNEY. I think it is very important to leverage the 
strengths of each of us, the State regulators and the Federal agen- 
cies. At the local level, as a State regulator, I know, for example, 
that there is a large Cambodian population in Lowell. I know Low- 
ell, Massachusetts. I know that there is a large Brazilian popu- 
lation in Framingham. I send examiners out every day to conduct 
examinations, to do transaction testing, testing actual transactions 
of money going abroad. So we have the boots on the ground and 
a local understanding of these companies. 

And then we pair that with the national perspective and knowl- 
edge of Federal agencies who also interact on an international 
level. By leveraging these strengths, I think we do a much better 
job at detecting and preventing this illegal activity. 

Senator Moran. I appreciate both those answers. Do you have a 
sense about the importance of this activity being centered in the 
United States? What is it that — this is a broader question than a 
regulatory one, but what benefits does our economy and our inno- 
vative environment gain by encouraging or at least not discour- 
aging the bitcoin from being centered here? 

Ms. Shasky Calvery. So I think what we gain is our continued 
reputation and economic advantages as being a country where 
innovators come to start new businesses, and that gives us great 
economic value, and it is something we would want to continue. So 
I think the great challenge for the regulators is to encourage inno- 
vation wherever we can and put smart regulation in place that 
tries to deal with risks, very real risks about which we need to be 
concerned, but minimizes burden on innovation. 

Mr. CoTNEY. Clearly the United States, the mother of invention, 
we want to take advantage of innovation, and to the extent that 
we see innovation in this space, that could have spillover effects 
into other payments or other financial industries or even beyond 
the financial services industry. So we want to be able to encourage 
innovation and have it developed here locally. 

Senator Moran. I appreciate that. 

Mr. Chairman, thank you. 

Senator Warner. I think we have all got a lot more questions 
for you, but we understand a vote will b^e held around 5, so we 
want to make sure we get to the second panel. I want to thank you 
both for your testimony, and I look forward to continuing the dia- 
logue. 

Ms. Shasky Calvery. Thank you for the opportunity. 

Mr. COTNEY. Thank you. 

Senator Warner. Now I will turn the chair over to Senator 
Merkley at this point, and he can go ahead and maybe start intro- 
ducing the next panel. 

Senator Merkley. [Presiding.] Because of the time, I am going 
to start introducing you as you come up, so feel free to take your 
seats quickly. 

I will start with Paul Smocer, the President of BITS. BITS in 
this case I do not believe has any relation to the term “bitcoin.” 
BITS is the technology policy division of the Financial Services 
Roundtable. Mr. Smocer joined the Roundtable in February 2008 as 
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Vice President of Security. In this role, he led BITS work in pro- 
moting the safety and soundness of financial institutions through 
best practices and successful strategies for developing secure infra- 
structures, products, and services. 

Second, we have Professor Sarah Jane Hughes. She is a Univer- 
sity Scholar and Fellow in Commercial Law at Indiana University’s 
Maurer School of Law. For the past 25 years. Professor Hughes has 
regularly taught payments law, commercial law, and banking regu- 
lation at the Maurer School of Law. She is a nationally recognized 
expert on payment systems, public and private methods to detect, 
deter, and prosecute domestic and international money laundering, 
and consumer protection and financial privacy. 

Next we have Mercedes Kelley Tunstall. She is a partner at 
Ballard Spahr and the practice leader of their Privacy and Data Se- 
curity Group. She has substantial experience working with clients 
to develop new financial products and services, including virtual 
currencies. She also works with clients from a spectrum of indus- 
tries on mobile and other e-commerce initiatives, privacy and 
cybersecurity issues, and the use of social networking sites for mar- 
keting, consumer service, and crowdsourcing purposes. 

And we have Anthony Gallippi. Anthony is the cofounder and 
CEO of BitPay, an electronic payment processing system for 
Bitcoin. Mr. Gallippi founded BitPay in 2011. He has 15 years of 
experience in sales and marketing working in the robotics industry. 
Before founding BitPay, Mr. Gallippi was district sales manager at 
Aerotek and regional sales manager at Industrial Devices Corpora- 
tion. 

So, Paul, we will start with you. Thank you to all of you for 
bringing your expertise to bear on this topic. 

STATEMENT OF PAUL SMOCER, BITS PRESIDENT, FINANCIAL 
SERVICES ROUNDTABLE 

Mr. Smocer. Thank you. Chairman Merkley and Chairman War- 
ner, Ranking Members Kirk and Heller, and Members of the Sub- 
committees for the opportunity to testify today. My name is Paul 
Smocer, and I am the President of BITS, the technology policy divi- 
sion of the Financial Services Roundtable. 

Attempts to develop digital currencies have existed for decades. 
As consumers have become more comfortable with Internet finan- 
cial activity and computer systems have become more powerful and 
less expensive, we are witnessing the viability of digital currencies 
increase. However, we need to recognize that digital currency usage 
exists outside of traditional currency, financial accounting, and 
payment systems. In my testimony today, I will address both op- 
portunities and risks in the environment. 

One measure of a currency’s success is its acceptability. We are 
beginning to see select retailers accepting digital currencies for 
goods and services. For example, the Web publishing service 
WordPress accepts bitcoin as a form of payment. Just last week, 
the Federal Election Commission indicated it is considering allow- 
ing Bitcoin’s use as in-kind contributions. Merchant and Govern- 
ment agency acceptance will establish these currencies’ legitimacy 
and increase the trust parties have in them and their stability. 
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Digital currencies also allow merchants access to new consumers 
in countries where traditional payment systems do not permit ac- 
cess. The lack of interchange fees and chargebacks also appeal to 
merchants. 

Digital currencies may also have the ability to provide access to 
the underbanked and unbanked. For example, a mobile phone- 
based money transfer and microfinancing service in Kenya called 
M Pesa recently added a bitcoin payment option for its customers. 

Digital currencies can also help individuals in countries with re- 
pressive regimes to support causes they might otherwise not be 
able to support through their country’s traditional payment pro- 
viders. They can also serve as a potentially stable currency in coun- 
tries whose own currencies are in distress. For example, during the 
recent Cyprus financial crisis, citizens transferred funds to digital 
currencies. 

Another interesting aspect related to certain digital currencies is 
cryptographic protections, which some providers claim prevent 
counterfeiting and duplication. 

Digital currencies and the supporting infrastructures do present 
opportunities to watch, including facilitating real-time payments, 
particularly those involving international parties and those involv- 
ing micro payments; possibly deeper cryptographic options for 
Internet-based transactions; and opportunities to serve the under- 
banked and politically repressed more effectively. 

While there are opportunities, we also have to recognize the po- 
tential risks. First, as noted, digital currencies pose significant 
market risk. Without Government funding or support, digital cur- 
rencies are often subject to significant market volatility, creating 
risks to both holders of the currency and to merchants and others 
who accept the currency as payment. 

Beyond the March 2013 guidance issued by FinCEN, the digital 
currency environment incorporates virtually no existing regulatory 
protections, particularly consumer protections. For example, and 
also as noted, within the last 2 months there have been multiple 
reports of currency disappearances from various bitcoin trading 
platforms. In none of these cases is it likely that the owners will 
recover anything. 

The lack of consumer protections extends to other areas, such as 
liability limits for fraudulent or unauthorized payments. Currently 
none of the digital currency operators or infrastructure providers is 
subject to regulatory oversight applied to regulated financial pro- 
viders, such as the Gramm-Leach-Bliley Act’s cybersecurity and 
data breach notification requirements, the Federal Financial Insti- 
tutions Examination Council’s regulatory guidance, or often to 
independent regulatory examinations. 

Given the anonymity of the digital currency world and the lack 
of Know Your Customer requirements that apply to traditional fi- 
nancial institutions, using digital currencies individuals may also 
be able to donate to illegal organizations that would otherwise be 
legitimately banned, such as those engaged in terrorist financing. 

Some recent studies, as we have been discussing, suggests the 
anonymous nature of digital currencies has made them a haven for 
illegal activity. We talked about Silk Road, and we talked about 
Liberty Reserve, but those I think are probably just the prime ex- 
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amples of the point that criminals are using digital currencies to 
assist in a hroad array of criminal activities. 

So as we look at the lack of regulatory oversight, the risks to con- 
sumers, and the market risks associated with digital currency, 
there is a continuing challenge to their overall legitimacy, usage, 
and endorsement. 

In conclusion, clearly the use of digital currencies will continue 
to evolve, and there are opportunities to explore, but we will need 
to address both the concerns to consumers, to society, the need for 
appropriate regulation, and the effectiveness of risk mitigations. 

Thank you for your invitation to testify to the Subcommittees, 
and we look forward to continuing to work with you. 

Senator Merkley. Thank you. 

Professor Hughes. 

STATEMENT OF SARAH JANE HUGHES, UNIVERSITY SCHOLAR 

AND FELLOW IN COMMERCIAL LAW, INDIANA UNIVERSITY 

MAURER SCHOOL OF LAW 

Ms. Hughes. Thank you, Mr. Chairman, Chairman Warner, 
Ranking Members Heller and Kirk, and honorable Members of both 
Subcommittees, I am honored to be here with you today. 

Monitoring the developments in digital currencies and taking a 
responsible approach to their regulation reflects their growing pres- 
ence in domestic and international transactions. Recent negative 
publicity associated with law enforcement actions against Silk 
Road and reports of the disappearance of bitcoin exchange values 
in China and the Czech Republic raises important policy concerns. 

I have, as the Chairman said, worked in areas that are like this 
for a long time, not as a provider but as a watcher. And I also wish 
that my late father could be here today because he served in World 
War II as a cryptographer for the United States and was early in- 
volved in the computing industry in the United States. I remember 
being a teenager when he brought home two big briefcases, and he 
said, “It is a computer.” And it was. 

So one of the things is that we are seeing in a relatively short 
period of time important, path-breaking changes in technology of 
the character that Senator Warner suggested earlier, and we need 
to be very cautious not to chill those innovations, but we still need 
to have appropriate legal regimes around them. And I think it is 
important that we take some time and craft those legal regimes 
with great care and in as flexible a way as possible, particularly 
with regard to the remarks of Director Calvery and Commissioner 
Cotney. 

So I had a number of recommendations that responded to the 
questions that the invitation to appear put forward, and taking 
them slightly out of order from my prepared testimony, obviously 
there has already been some support for the idea of retaining the 
current division between the States and the Federal Government 
for portions of the role that each do very well. And I share those 
views. 

Second, I think it is incredibly important that we enforce our 
anti-money-laundering, anti-terrorism, and economic sanctions 
laws. And as a corollary, I also believe that customers of programs 
such as Bitcoin and other virtual currencies that may develop 
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should get the same Federal protections that people get under 
Gramm-Leach-Bliley, under the Right to Financial Privacy Act of 
1978, et cetera. 

I think FinCEN has taken important steps toward clarifying the 
application of their existing authority, and I think we need to con- 
tinue to clarify particularly so that banks and investors do not get 
cold feet, because we have no way of knowing today what second- 
stage innovations that may have completely different roles in our 
economy these new technologies may offer us, and we want to be 
certain we do not do anything to take them offline. 

I would encourage on an interim basis payment systems opera- 
tors, assuming that we all agree that this is a payment system and 
not something else like commodities or securities, to adopt and 
publicize their own transparent standards of how they will behave. 
As you suggested, legal liability limits, dispute resolution possibili- 
ties, guarantees for redemption opportunities, and clear rules about 
when redemption can happen are all important user protections. 
Notice I said “user” and not “consumer,” because businesses who 
use have many of the same needs as consumers, and we tend to 
be focused on regulating for consumers. I spent lots of my life look- 
ing at consumer issues, but I am equally interested in businesses 
being protected. 

I think we need to leave room for depository and nondepository 
providers to innovate in the virtual currency space. And so we 
want a regulatory climate — we do not want a regulatory climate, 
rather, in which early entrants can freeze out later ones. We would 
like to have a lot of innovation in all of this space. 

I worked at the Federal Trade Commission many years ago, and 
one of the projects I worked on was the rescission of a number of 
1940s and 1950s trade regulation rules that had essentially been 
written by industries for themselves. We would like not to see that 
again because they can be very anti-competitive, and if they are 
anti-competitive, they are very anti-consumer. So we need an open 
set of rules. 

I am going to run out of time, but I would say that the other 
thing is do not buy the Wild West argument. Just because some- 
thing is new does not mean it should not be regulated on the same 
basis as the types of activity with which it competes. 

Thank you so much for this invitation. I would be delighted to 
answer your questions. 

Senator Merkley. Thank you very much. Professor. 

And now Ms. Tunstall. 

STATEMENT OF MERCEDES KELLEY TUNSTALL, PARTNER 

AND PRACTICE LEADER, PRIVACY AND DATA SECURITY 

GROUP, BALLARD SPAHR LLP 

Ms. Tunstall. Chairman Merkley, Ranking Member Heller, and 
Members of the Subcommittee, I am Mercedes Kelley Tunstall, a 
partner at Ballard Spahr here in DC, and I am the head of our Pri- 
vacy and Data Security Croup. My testimony today reflects my per- 
sonal experience with the virtual currency industry and represents 
my own opinion. It does not necessarily reflect the opinions of 
Ballard Spahr or our clients. 
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Thank you for this opportunity to testify about the present and 
future impact of virtual currency. I currently work directly with a 
number of clients in financial innovation issues, and one of the 
things, as I have been listening to the testimony today, that I feel 
like is worth saying is that one of the things that I often say with 
financial innovation is there is a tendency to say, “Well, it is com- 
pletely new. It is so new, we have never seen anything like it be- 
fore.” 

But the fact is that it is like a lot of things that have happened 
in the past, so I am going to go through some of the statements 
that I have in my testimony, but let us start with the discussion 
of currency generally in the United States. 

The United States actually has a long history of having concerns 
around currency. It finally settled down in the 1870s when the Su- 
preme Court had a series of opinions called the “legal tender 
cases,” and basically what they said at that time is we are going 
to stop all this different stuff with the currencies, happening, we 
are going to say there is a U.S. currency, and the rule is everyone 
in the United States has to accept that currency. So there could be 
other currencies, you can accept other currencies, but you have to 
accept U.S. currency. It is the currency of the land, et cetera. 

So that is the basis that we are working from, and we do actually 
have a long history, long legal precedent that talks about how to 
handle different types of currency in our financial ecosystem. 

Having said that, when we take a look at Bitcoin and the lessons 
that we can learn from Bitcoin — and I want to point to you where 
we can talk about a bit of their failures. 

The first point is that Bitcoin was really designed to not inte- 
grate with our existing financial ecosystem. It was designed to be 
its own thing and try to, you know, break apart the world without 
working within the practical realities that we have today. And as 
a result^, financial institutions, especially in the United States, view 
Bitcoin and other types of virtual currencies as being unreliable, 
getting involved into them affects their safety and soundness con- 
cerns, and so it really is something that right now, not much inter- 
est in. 

The next point that Bitcoin really focused on is that the trans- 
actions need to be anonymous. There is the sense that because it 
is virtual currency and we are trying to remake a cash transaction, 
it has to be anonymous. But if I am going to take a dollar bill and 
hand it to you, I have to see you and I know the personal informa- 
tion about you, at least some personal information, what you look 
like. So in the virtual currency world, there is no need for the cur- 
rency transactions to be anonymous. It can be. 

The other two elements that Bitcoin addressed besides anonym- 
ity is taking out the middleman, so the bank involvement, and not 
having a record that has personally identifiable information in it. 
So I would say that in order to address the excesses that we are 
seeing with virtual currencies, where it is being used by criminals 
and terrorists and money launderers today — we do know that that 
is occurring — that the anonymity part of it, let us let that go. The 
whole point should be keep that middleman out of it, if that is 
what the virtual currency — and there are lots of reasons — we have 
had lots of people talk about the value that a virtual currency could 
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have. Keep the middleman out of it, and we do have the technology 
today to make it possible that there is no a record with personally 
identifiable information for others to see, but it is something that 
is retained by the two parties involved in the transaction. 

Finally, Bitcoin has caused some of its own problems because it 
has this commodity aspect to it, and you could design — and some 
of the other virtual currencies out there have specifically been de- 
signed to avoid the boom-and-bust cycle that we have heard about 
today. 

So those are the three points really that we can learn from 
Bitcoin to allow virtual currency innovation to continue. 

In terms of looking at what has to happen from a legal perspec- 
tive, I am just going to mention we do need to come to what a defi- 
nition of virtual currency is. Is it a commodity? Is it not — is it a 
commodity or a security or not? We do need stronger FinCEN guid- 
ance as virtual currency develops. 

And then, finally, on the consumer protection side, we touched 
briefly on the unauthorized transactions issue. That issue also 
needs to be addressed and considered. 

Thank you very much for the opportunity today, and I am happy 
to take any questions. 

Senator Merkley. Thank you very much. 

Now we are going to turn to Anthony Gallippi, cofounder and 
CEO of BitPay. 

STATEMENT OF ANTHONY GALLIPPI, COFOUNDER AND CEO, 
BITPAY, INCORPORATED 

Mr. Gallippi. Thank you. Chairmen Merkley and Warner, Rank- 
ing Members Heller and IGrk, and distinguished Members of the 
Committee, for the opportunity to speak today. 

My name is Tony Gallippi, and I am the cofounder and CEO of 
BitPay. I appreciate the Members for their interest in the commer- 
cial and international trade aspects of digital currencies and, more 
importantly, the opportunities for digital currencies to create jobs 
in America and to increase America’s exports. 

Our company, BitPay, was started in May 2011. We have been 
operating for over 2 years now, which makes us pretty old in the 
Bitcoin space. During this time we have acquired over 12,000 mer- 
chants to accept bitcoin using our service. Our merchants include 
many small and medium-sized businesses in every State, who ac- 
cept bitcoin side by side with credit cards and other forms of pay- 
ment. 

Most online payments today are made with credit cards, but 
credit cards were never designed for the Internet. Credit cards 
were designed in the 1950s, and last year, over 12 million people 
became victims of identity theft, mostly from shopping online. Busi- 
nesses lose over $20 billion a year due to payment fraud. The 
banks do not take responsibility for the fraud. If you are a busi- 
ness, it is your fault that you took a stolen credit card, even if the 
bank approved it. And credit card fees are discriminatory. The 
highest fees are paid by the smallest Mom-and-Pop businesses and 
the lowest-income consumers. Bitcoin is a cheaper, faster, and more 
secure payment system with no discrimination against smaller 
businesses. 
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At BitPay, our role in the Bitcoin ecosystem is very close to that 
of the traditional merchant acquirers in the credit card space. Our 
software helps merchants clear and settle transactions over the 
Bitcoin network. BitPay has a strict Know Your Customer policy to 
verify all of our merchant applications. We need to know who our 
merchants are and what they are selling. We only want the good 
actors using our service. 

BitPay also follows all Bank Secrecy Act guidelines to prevent, 
detect, and report suspicious activity. Our strict policies to comply 
with laws and protect our brand have earned BitPay the reputation 
as a leader and well-respected company in the payments space. 

Bitcoin does have some limitations that will keep it a small play- 
er in the payments space for quite some time. Compared to credit 
cards, for example. Visa’s payment network can handle 20,000 
transactions per second worldwide. Bitcoin can handle seven — not 
7,000, but seven transactions per second. So even though it is very 
small, Bitcoin has invented something pretty amazing. With 
Bitcoin, it is now possible to transfer an asset remotely and imme- 
diately settle the transaction, with no counterparty risk. That type 
of instrument has never existed before. And the possibilities of this 
instant worldwide settlement are very interesting. The Bitcoin 
block chain, which is the public accounting ledger of Bitcoin, is a 
large property rights database. It can handle quadrillions of indi- 
vidual asset accounts, with a full chain of custody every time an 
asset is transferred from one party to another. 

If you want to energize the housing market, think of Bitcoin. The 
biggest up-front costs for consumers trying to buy a home today are 
the closing costs, high fees for deeds, titles, stamps, insurance, and 
other redundant tasks to record the sale in different record books. 
Bitcoin can replace thousands of dollars in closing costs with a sin- 
gle transaction that costs 5 cents. 

Bitcoin does have risks. Criminals use cell phones, criminals use 
email, criminals use dollars, and criminals use banks. Many busi- 
nesses like BitPay, offering innovative services on top of Bitcoin, 
share the Committee’s goals to protect consumers from fraud and 
keep the criminals away from our businesses. 

Guidance from the IRS, Treasury, Justice, and SEC have all es- 
tablished that bitcoins are legal and that those dealing with them 
must follow the existing tax laws and anti-money-laundering regu- 
lations. 

In the early 1990s, when the Internet was in its infancy. Con- 
gress took a wait-and-see attitude to let the Internet develop. So 
where would social media and other free applications of the Inter- 
net be today if in the 1990s we required licenses for the Internet 
and we taxed Internet access as if it was a telecom? 

In 1995, the National Science Foundation lifted its strict prohibi- 
tion of e-commerce, and immediately companies like Amazon, eBay, 
and Dell were born. Americans will benefit from a similar openness 
and wait-and-see approach to Bitcoin. 

Bitcoin is a technology with tremendous cost savings for busi- 
nesses and consumers. Bitcoin is a more secure, faster, and more 
affordable option for transferring funds. If America is the leader in 
Bitcoin technology, America will create more jobs and more ex- 
ports. 
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In conclusion, today Bitcoin is in its infancy. It is much like the 
Internet in the early 1990s. If we look 10 to 20 years in the future, 
we will see many companies huilt upon Bitcoin-related technology, 
and we want those companies to be based in America, creating jobs 
in America, and building a revenue base and a tax base in Amer- 
ica. 

I commend the Committee for recognizing the real, practical uses 
of virtual currencies, and thank you for the opportunity to speak 
today. 

Senator Merkley. Thank you very much. 

We are going to jump right into questions, and given we have 16 
minutes and four of us, I am going to ask for 4 minutes to be on 
the clock. I am going to take my 4 minutes now, and I have three 
questions, so I am going to try to move them quickly and see if I 
can get through all of them. 

First, Mr. Gallippi, what is your transaction fee? 

Mr. Gallippi. So our transaction fee, when we first started, was 
1 percent. So compared to credit cards that are around 3 percent, 
we are 1 percent. But we realized very quickly that our marginal 
cost to do a transaction is low, so we have actually switched over 
to a software as a service pricing model. Different features and dif- 
ferent levels of service, merchants pay 1 monthly fee. Then they 
can transact all they want with no transaction fees. 

Senator Merkley. So I have got Whiffles out in Oregon that says 
it likes to accept bitcoins because it has a one-tenth of 1 percent 
transaction fee. Do any of your transaction fees go that low? 

Mr. Gallippi. Possibly. If you take our monthly service and di- 
vide it by the volume that you put through, you could get some- 
thing that low. That is correct. 

Senator Merkley. OK. That is fascinating. Thank you. 

Professor Hughes, I recently read the book “The Wolf of Wall 
Street,” and I think this is coming out as a movie soon, but this 
broker makes a lot of money, and at one point — this is a true 
story — he has his wife’s aunt strapping money and taking it to 
Switzerland to put into Swiss bank accounts. 

Are Bitcoin wallets, like Instawallet, going to replace Swiss bank 
accounts? 

Ms. Hughes. Mr. Chairman, I do not know the answer to that 
question, but I would be delighted to speculate about it for a sec- 
ond. 

So there are two ways that you can currently — you could store 
anything you want, including bitcoins, right now on a private wal- 
let. The trick is that it would be harder to transact business that 
way, so most people who do it use exchanges. 

But there are so many ways in which one can store value, which 
could and have included in the past putting it on stored value 
cards and loading them and taking them to Switzerland and not 
even needing to do that. 

So the answer is, yes, technically you can, and, yes, technically 
they could be. And I think that that is one of the reasons why rig- 
orous and clear guidelines for how our anti-money-laundering, anti- 
terrorist, and economic sanction regimes are applied to virtual cur- 
rencies, not just bitcoins but those that may come in the future, are 
very important to us. We really do not want to facilitate hiding 
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money, and we do want to be very careful that we protect people 
who are using currencies of this kind in war-torn areas or areas in 
which the governments are not reliable or the banking system is 
not like ours. 

Senator Merkley. Thank you. And I will follow up with some 
questions about the Electronic Funds Transfer Act and issues that 
may arise there. But I want to use my last minute to get to this 
question. 

Mr. Gallippi is talking about these very low transaction fees, 
which will make many of my merchants in Oregon, their eyes light 
up. And as we think about this, this actually — not Bitcoin by itself 
because we have a limited number of bitcoins under the structure 
it has created. It has security issues. But the concept in general 
poses some interesting models that could significantly change our 
credit card system, our bank deposit system, our debit card system. 
And, Mr. Smocer, in your role with the financial services world, can 
you give us a little insight on kind of the current thinking of those 
challenges? 

Mr. Smocer. Sure. And I actually like the way you characterized 
it because when I think about Bitcoin, we kind of tend to use it 
as a generic term, but in reality, at least for me, it really is three 
things: it is a currency, potentially, or a security; it is secondarily 
the way we use it a depository system, so the wallets and what- 
not; and, third, it is a payment system. So we are talking about 
kind of three different realms that I think we need to think about 
individually. 

I do think that, as I mentioned in the testimony, it has value in 
showing us that there are ways that we can make the payment sys- 
tem more rapid; we can perhaps make it less expensive. We can 
make it more available to the unbanked and in some cases to peo- 
ple who might not otherwise be able to use a payment system. But 
I think, having said that, I think without the consumer protections 
that we think about in traditional systems, there are a lot of risks 
to those users as well. 

And, you know, if I could go back actually to answer your ques- 
tion that you posed to Ms. Hughes as well, I am not sure you even 
have to move money to Switzerland in this case because, to me, the 
anonymity that is associated with users and their wallets would 
suggest I really do not need to try and cover who owns the money. 

Senator Merkley. Thank you. I am out of time, so we are going 
to pass this on to our Ranking Member. 

Senator Heller. Thank you. 

Mr. Gallippi, I have a couple questions for you. I would love to 
be at your home as you are explaining to your wife how your vir- 
tual company gave you a virtual paycheck using virtual money. 

[Laughter.] 

Senator Heller. But that being the case, I assume your business 
wants more consumers than investors. 

Mr. Gallippi. Well, actually, our business model — and I have de- 
tailed it more in my written testimony — we are just a merchant 
acquirer, so we only facilitate the payments for merchants. We do 
not have a consumer wallet. We do not offer an exchange for con- 
sumers. So we are strictly focusing on State acceptance and busi- 
ness adoption of Bitcoin, and the rules and regulations around that 
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are fairly well defined, you know, in the credit card space, and our 
business model is very similar to them. 

Senator Heller. I am just wondering what would happen if 
someone like Senator Warner cornered the market of virtual coins. 
How would that impact the consumer marketplace? 

Mr. Gallippi. Well, it is interesting. You know, we look at 
Bitcoin being traded in open markets today, and China is getting 
very aggressive in the open market. And if we want America to re- 
main a leader in technology and in Bitcoin, you have to look at the 
exchanges, because that is where all the liquidity is. And right now 
the number one exchange in the world for Bitcoin is in China. The 
number two exchange is in Japan. Numbers three, four, and five 
are in Europe. Number six is in Canada. America is not a leader 
right now in the liquidity and the exchange of bitcoins. 

Senator Heller. You talked a little bit earlier in your testimony 
about vetting these businesses. What is that? What do you have to 
do? 

Mr. Gallippi. Well, it is modeled really around the credit card 
system. You know, what does it take to get a merchant account 
with a credit card processor? We have modeled our system after 
that. So we need to know that. A, you are a legitimate business; 
we need to know who you are; and we need to know what you are 
selling. And then depending on the different levels of volume that 
you want to process, we will go even deeper into getting back- 
ground checks and that kind of thing. 

Senator Heller. Ms. Tunstall, if virtual currencies become more 
and more popular, what keeps a bank from starting their own vir- 
tual currency? 

Ms. Tunstall. Absolutely nothing, except that, like I said, they 
do have to maintain their safety and soundness concerns, and a 
U.S. bank needs to be very focused on U.S. money. But there is 
nothing to stop a financial institution from getting into virtual cur- 
rency themselves. 

Senator Heller. Are you familiar with other virtual currencies? 

Ms. Tunstall. I am sorry? 

Senator Heller. Are you familiar with other virtual currencies 
besides bitcoins? 

Ms. Tunstall. I am, yes. 

Senator Heller. Can you share some knowledge? 

Ms. Tunstall. Sure. So there are a number of virtual currencies 
that are designed for very kind of niche purposes that are designed 
for online video gaming-type situations, so you can play with your 
partners across in China and Japan and wherever, so there are a 
number of those types of virtual currencies. 

There are also a number of virtual currencies that are based on 
Bitcoin and try to basically fix some of the issues that I detailed 
in my testimony here today. 

And then there is also a virtual currency called Ripple that has 
started very differently from Bitcoin and started with the premise 
we are operating in an existing financial ecosystem, and we need 
to, you know, be able to comply with the criminal laws and anti- 
money-laundering laws that are in place. 

Senator Heller. Thank you. 

Thank you, Mr. Chairman. 
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Senator Warner. I am going to try to go through the lightning 
round as well. First of all, I do not want to overuse my telecom 
analogy, but just as we saw in developing countries in many ways 
as they developed telecom networks, to skip the wired system and 
immediately go to wireless, wouldn’t those regimes that have either 
huge currency restrictions or are enormously underbanked, couldn’t 
you actually see initially the development of these virtual cur- 
rencies actually quicker and faster in the underdeveloped world 
than in the developed world? Could we get quick responses? Be- 
cause I have got two or three more questions. 

Ms. Tunstall. So my quick response on that is one of the rea- 
sons that virtual currencies in the United States have actually pro- 
liferated and succeeded is because of the strength of our financial 
system’s security, and so for these other countries where there is 
not that kind of infrastructure, it is unlikely to be able to support 
the growth of a virtual currency as you are discussing. 

Senator Warner. Other views? Similar? 

Ms. Hughes. I agree. 

Mr. Gallippi. Yes, I think the example of Kenya is a great one. 
Kenya is a country where more people have access to smartphones 
than to running water. And, you know, the telecom companies 
stepped up and saw that there was a need, that the existing bank- 
ing infrastructure was not meeting the needs of the people, and so 
the telecoms built a mobile payment system in Kenya that today 
represents 30 percent of the GDP of Kenya. It is done by people 
sending text messages on their cell phone. 

Senator Warner. And I guess, Mr. Gallippi, I want to just make 
an editorial comment. I agree with you. We have got to get this bal- 
ance right. We want to keep this innovation in America. But as a 
former Governor, the revenue leakage from Internet-based trans- 
actions for States that depend upon a sales tax is an enormous 
challenge. So we have got to get this balance right, and that is one 
of our challenges going forward. 

I guess I would want to press as well Senator Heller’s comments. 
We have thought about and, Ms. Tunstall, you have commented 
about some of these other competing virtual currencies. I think 
about a few years back when Second Life was going to be all the 
rage and everybody was going to have an avatar and we were going 
to trade. 

You know, it seems, though, that the Bitcoin currency — that my 
understanding is — now has about 90 percent of the folks who are 
not users but actually investors rather than users, you know, at 
some point do you think one of these currencies will emerge and 
does Bitcoin seem to be going down that path? Or do you think 
there will always be that threat that other currencies — and, again, 
I think particularly your comments about one that tries to fit with- 
in the legal regime? 

Ms. Tunstall. So I think it is more — unless Bitcoin makes some 
big changes that allow the Silk Road-type situation to stop from 
happening, I do not see how it will become commercially viable in 
the United States. And I would like to — ^you mentioned Second Life. 
I would like to mention that. Actually in Second Life, I looked at 
for a client — they wanted to brand the banks in Second Life and 
be the bank in Second Life. And as I looked at it, the way that the 
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law works, even if it is in a virtual world, if the bank is doing the 
transactions, the U.S. banking laws apply. 

And so that was a very interesting result, and what is fas- 
cinating about virtual currency actually is that it has found a way 
to fall through what our infrastructure is right now for financial 
regulation, which is why we do need to have some kind of frame- 
work put around it. 

Senator Warner. My time is going to run out, but I would sim- 
ply say, though, that because of some of the illicit activities and be- 
cause of perhaps the interest of some of the folks who want to do 
this off the grid or not be controlled by a central banking system, 
you know, we have got to get this — you know, we have got to sort 
through this right. 

I would also make mention, Mr. Chairman, that as a politician 
who had a Second Life avatar, that got me attention for a nano- 
second. 

[Laughter.] 

Senator Heitkamp. Mr. Chairman, thank you. Just take this a 
different direction and just use my little time to tell a little story 
about when I used to regulate truth in advertising, and I could not 
get my advertisers to tell the truth, and so I told them they could 
tell whatever they wanted in an ad, but I was going to take out 
a full-page ad right next to theirs saying I do not regulate them. 
I do not regulate them; buyer beware. And we are really at that 
point because the more we legitimize this in regulation, the more 
we commercialize it. 

And so how do we strike that balance? And I am interested in 
the academic point of view and maybe the legal point of view. How 
do we strike that balance? Because to me, if we get involved in reg- 
ulation, we legitimize it as a true opportunity. 

Ms. Hughes. Well, I think that there is a lot to what you say. 
Senator, that if we regulate, we do legitimize. And some of today’s 
witnesses have talked about trust, and trust is a very important 
factor, particularly with financial products and services. So there 
is that risk. 

There is a bone in my body that says I think that is a risk worth 
taking. And I think it is particularly worth taking as we think of 
these virtual currencies as having functions that are a lot like cred- 
it cards or debit cards in some respects. 

Senator Heitkamp. But wouldn’t you agree that right now, with- 
out any form of intervention, without legitimizing it, every buyer 
out there has to be careful, and that has restricted or limited or 
tapped down the willingness of people to participate? And you real- 
ly are — you know, it is kind of ironic because we want all the free 
enterprise system, but the regulatory scheme and saying I have 
adapted to the regulatoiy scheme buys you the opportunity to par- 
ticipate in the market in a way that other financial institutions 
participate. 

Ms. Hughes. I could not agree more. And I think that there is — 
in my prepared statement, I make the observation that right now 
it looks like all the risks fall on the users, and that 

Senator Heitkamp. And what is wrong with that? 

Ms. Hughes. Well, that is why maybe we are not seeing the 
growth that we would see if there was a bigger structure around 
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it and greater clarity in that structure. But if people want to do 
their business that way, they 

Senator Heitkamp. Well, we would just tell them, you go ahead, 
do your business that way, but 

Ms. Hughes. Right, and we are not going to help you. 

Senator Heitkamp. ^you are not responsible, and we will deal 

with the sales tax consequences, we will work through those issues 
in terms of value-for-value transfer, because you can deal barter to 
barter. I mean, people can barter, and you still can do an analysis. 
You can do an analysis on what, in fact, is the capital gains or the 
short-term or long-term capital gains and just let — try and adapt 
on a case-by-case basis the existing regulation without legitimizing. 
I am interested in your point of view, Ms. Tunstall. 

Ms. Tunstall. So my perspective on that is it is an analogy to 
social media, where a number of companies have decided to kind 
of stick their head in the sand and say we are not going to engage 
in social media, and then, you know, thecompanysucks.com gets 
founded and then somebody sets up a fake Facebook page and pre- 
tends to be that company, and that company loses significant rep- 
utation when they choose to stick their head in the sand and not 
engage and not pay attention to what is happening. 

And so my concern with not getting into regulating this area and 
being interested in what happens here is that it will be — it could 
eventually affect our financial system’s reputation. 

Senator Heitkamp. And I understand that, but my point is fre- 
quently in these situations we think about how we are going to fix 
it or facilitate it when maybe we should just leave it alone, and 
maybe that is the approach that we need to think about and warn 
people, you are on your own. 

Ms. Tunstall. And I think from a consumer perspective and 
from a user perspective, I think that was a very good comment, 
that that is where we are. And I think that that is a very fair 
point. 

Senator Merkley. Well, we are all left with a lot of questions. 
We are going to turn to Senator Schumer, but first I just want to 
note that we will follow up on some of those questions, the separa- 
tion of the payment system from the banking system. Professor 
Hughes, your thoughts about how you avoid the boom-and-bust 
cycle that is inherent in Bitcoin where it is both a speculatory in- 
strument as well as a payment system. And, of course, we are all 
absolutely enthralled to find out exactly what Senator Warner’s av- 
atar looked like. 

[Laughter.] 

Senator Merkley. And with that, we are going to turn to Sen- 
ator Schumer. Welcome. 

Senator Schumer. I for one do not want to see what Senator 
Warner’s avatar looked like. 

Anyway, I want to thank Chairmen Merkley and Warner for let- 
ting us have this hearing and allowing me to participate. I have 
been very interested in this issue. I have a somewhat different ap- 
proach than Senator Heitkamp. 

A while back, as you know, I called on Federal authorities to 
shut down the Web site Silk Road, which they recently did. Many 
people interpreted my action at the time as directed at Bitcoin be- 
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cause Bitcoin was the sole method of payment on Silk Road, and 
assumed that I also wanted to shut down or stamp out Bitcoin. 
That is not the case. I do not want to shut down or stamp out 
Bitcoin. 

New York sits in many ways at the nexus of all the issues being 
discussed today. As financial capital, the potential for creation of 
a new payment platform and the rise of alternative currencies 
could have profound and exciting implications for the way we con- 
duct financial transactions. As a rapidly growing hub for tech- 
nology and VC, venture capital. New York has every interest in 
building on the promise that technologies like Bitcoin have to revo- 
lutionize payment systems or even form the building blocks for 
whole new technology platforms. 

But all of that promise is threatened by the association of virtual 
currencies with criminal activities, from purchasing illicit goods 
and services to money laundering. If Bitcoin continues to attract at- 
tention, mostly as a way to finance purchases on Web sites like 
Silk Road, it is going to find itself in the digital wasteland. 

So in order for the legitimate uses of technology like Bitcoin to 
flourish, it is imperative that its susceptibility to illicit uses be ad- 
dressed. There must be a way to separate the wheat from the chaff. 

So bottom line is very simple. I would ask Mr. Gallippi, do you 
have any specific suggestions of how we would separate the wheat 
from the chaff? What would you suggest to the witnesses on panel 
one to ensure that we address legitimate law enforcement concerns 
without duly inhibiting the development of these promising new 
technologies? 

Mr. Gallippi. Yes, thank you. Senator Schumer. So I think you 
have to first understand that there are multiple parts of Bitcoin. 
There is the low-level protocol, which are the bits and bytes that 
make it work, and then there is the application and service layer 
that businesses and consumers can engage in. And this is typically 
where you find businesses like mine operating. 

So when you want to try to separate the legitimate uses from the 
illegitimate ones, clearly the point to do that are by the visible 
service providers like ourselves, like BitPay. We have over 12,000 
businesses using our service to accept bitcoin, and we have a very 
strict Know Your Customer policy to make sure that we know 
every merchant, you know, who they are and what they are selling, 
because we only want the legitimate and good actors using our 
service. 

The bad guys are going to try to figure out how to do it on their 
own, but it shows you with the recent arrest of the guy from Silk 
Road that just because you use Bitcoin does not mean that you can 
evade law enforcement, right? They caught the guy. He is in jail. 
So 

Senator Schumer. It took long enough. 

Mr. Gallippi. Yeah. So I think there is a lot of effort, and serv- 
ices like ours and others are willing to work with regulators to 
make sure that what we do complies with the rules, because we all 
share in the same common goal: to protect consumers from fraud 
and to prevent the bad actors from using the system. 



30 


Senator Schumer. Right. And I am sure you have thought about 
this, because you realize the danger Silk Road-type actors have to 
this appropriate new way of payment. 

Do you have any specific suggestions? And if you do not, if you 
would like to try to spend a little time thinking them up and send- 
ing them to us — I know the record probably, Mr. Chairman, will re- 
main open for a week — that would be helpful. 

Mr. Gallippi. Yes, I would be happy to do that. 

Senator Schumer. OK. 

Senator Schumer. Other witnesses in answer to my specific 
question? Anyone have any thoughts? Ms. Tunstall? 

Ms. Tunstall. Yes, so I think that a very good point was made 
by Mr. Gallippi, and that is that the face to the user is the point 
to catch the transaction. So very similar to the Internet gambling 
restrictions that are in place, and I would actually be curious. Do 
you screen against merchant codes for Internet gambling as a cred- 
it card processor would do? 

Mr. Gallippi. Yes, correct — we do not allow that. 

Ms. Tunstall. OK. So that type of approach, you know, for tag- 
ging the transactions and knowing what the parties are, you can 
still be anonymous as long as it is a transaction between an indi- 
vidual and, you know, this company for a purchase. So we do have 
some existing controls and examples that can help on this side. 

Senator Schumer. Good. Well, I would, again, be interested in 
your submitting the specifics in writing. 

Senator Schumer. Any of the other witnesses? My time is up, so 
you do not 

Mr. Smocer. I would just say that while I think Mr. Gallippi de- 
serves a lot of credit for creating the company that he created with 
the kinds of controls he created, I would question if that is applica- 
ble across the industry and whether there are things we could do 
to make sure that the kinds of mitigations and controls that he has 
put in place are applicable to all in that business. 

Senator Schumer. OK. Well, thank you all very much, and I 
hope you will submit some specific suggestions and, Mr. Gallippi, 
in detail about what you have been able to do so we might be able 
to parlay that to other companies, although as Mr. Smocer says, we 
may not be able to do it in certain places. 

Thank you, Mr. Chairmen. 

Senator Merkley. Thank you very much. Senator Schumer, and 
thank you to all of our witnesses, and thank you, Co-Chair Warner. 
We will, in fact, keep the record open for additional questions for 
7 days, and this concludes the hearing of the Subcommittee on Na- 
tional Security and International Trade and Finance and the Sub- 
committee on Economic Policy. 

[Whereupon, at 5:10 p.m., the hearing was adjourned.] 

[Prepared statements, responses to written questions, and addi- 
tional material supplied for the record follow:] 



31 


PREPARED STATEMENT OF SENATOR MARK KIRK 

I am very pleased to be having this hearing today. I think virtual currencies have 
for too long been something that we were content to let occur and develop without 
fully understanding. Yet the headlines covering virtual currencies are more and 
more each day — many related to the enormous challenges and threats that exist in 
this currency space. What is often overlooked however is the massive innovation in 
the virtual currency space that provides incredible opportunities — a technology 
space where the United State can and should be the global leader. As we seek to 
understand and hopefully curtail many of the nefarious practices that seem to he 
drawn to the virtual currency space, we must also make sure that we do not stifle 
innovation — especially innovation that could be used to help so many people around 
the world. 

As eloquently stated in Jerry McGuire, “Show me the money”. The directive with- 
in this statement has become both more significant and more challenging than ever 
before as financial transactions have evolved from simple people to people trans- 
actions to social networks and complex systems and software — using not only tradi- 
tional State-hacked currencies, but also purely digital ones. 

The movement and transfer of currency in exchange for goods and services have 
been contemplated since the beginning of time. To a great extent, the value and le- 
gitimacy of a currency depend on individuals’ confidence and willingness to accept 
it for any particular item. 

One major rationale cited by promoters of virtual currencies is that there is no 
Central Bank and therefore, digital currency is far less susceptible to currency ma- 
nipulation. This notion is largely correct — the U.S. dollar and other widely accepted 
government currencies are proof. The dollar, which was originally pegged to gold re- 
serves, now essentially derives its value from the confidence that the people using 
it place in it. As we have witnessed during the latest financial crisis. Central Banks, 
including the U.S. Federal Reserve, the Central Bank of Japan and several Euro- 
pean Central Banks’ willingness to engage in monetary policies that often resemble 
currency manipulation — which have significant impacts on the value of currency. 
Therefore, I tend to agree that it is appropriate to question if a centralized institu- 
tion that is susceptible to political and public pressure can be truly “independent” 
and free from currency depression or manipulation. 

Another key justification given by some virtual currency promoters is that there 
is some anonymity to an individual or group’s financial transactions. Parties of fi- 
nancial transactions can have reasons — some legitimate and some not — for desiring 
anonymity. While many of us understand the negative that can come from this ano- 
nymity, it is also critical to understand that this anonymity has helped finance revo- 
lutions against tyrannical governments and has helped NGO’s and others get money 
to individuals and groups without having to pay a middleman or losing it to illegit- 
imate forces. 

Further, traditional currencies often fail in reaching the nearly 2.5 billion people 
who are unbanked across the globe — those “credit invisible” persons without bank 
accounts, credit lines, or credit histories. This is what makes the prospect of virtual 
currencies so amazing — that it can and already has helped revolutionize access to 
financial services for millions of individuals across the globe. 

Virtual currencies, however, are not without significant problems and complex 
issues that not only users and investors, but also Central Banks and law enforce- 
ment agencies, must grapple with. Media headlines surrounding the use of virtual 
currencies for financing the Silk Road, drug and human trafficking and terrorist fi- 
nancing make us aware of the most notorious problems with these currencies that 
can make the user in the transactions and even the transactions themselves anony- 
mous and obscure. 

In addition to these headline stories, other problems exist for virtual currencies 
including massive fluctuations in value, the lack of security in the exchanges, and 
hackers stealing money from Bitcoin users. Other macro concerns include potential 
challenges these currencies create for the U.S. dollar, how governments will choose 
to recognize virtual currencies, and how law enforcement and financial regulators 
can effectively monitor, report, and control illicit activities conducted through the 
use of virtual currencies. Just over a week ago, there was a report of an Australian 
man that had 4,100 bitcoins, worth more than $1.1 million, stolen from him. This 
alleged theft is one of the largest since Bitcoin was created 4 years ago.i Bitcoin 
hit an all-time high yesterday closing over 600 — a fluctuation of over 5000 percent 
over its 52-week low — which compares to a 7 percent 52-week change for the dollar. 


^http:! / www.dailymail.co.uk I news I article-2492813 / Bitcoin-site-hacked-lmillion-uirtual-cur- 
rency-stolen.html. 
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Further, there have heen a number of hacks into Mt. Gox, the largest exchange for 
BitCoin, which in a hacking event in 2011 resulted in an estimated $8.75 million 
USD worth of bitcoins lost to individuals. 

Many of the more significant problems arise from the anonymity that can be 
achieved through the use of virtual currencies. These headlines warn us that virtual 
currencies, like most other currencies in the developed world, need parameters and 
some visibility. While many developers and others in the virtual currency space sug- 
gest that anonymity is critical to the currencies’ success, I question whether it is 
privacy, not anonymity that is most critical and if there is anonymity, whether com- 
plete anonymity is necessary. I don’t think that there is anyone that would argue 
that governments should not be able to track activities such as terrorism, drug and 
human trafficking and other illicit activities conducted through the use of virtual 
currencies. Yet the many questions related to how, why and where governments can 
and should have access and the ability to track this type of data is debatable. Some 
virtual currencies and exchanges thrive on anonymity, while others try to be more 
transparent, stressing privacy and a lack of a central bank rather than anonymity 
as the selling point. 

Bitcoin, for example, one of the most well known virtual currencies, stresses ano- 
nymity as a feature that could be achieved if the user wants it. However it really 
underscores the value of having a decentralized currency as the selling point. 
Bitcoin is a peer-to-peer network, math-based currency. The network is decentral- 
ized, which makes it more attractive because it is less susceptible to human judg- 
ment errors and manipulation. While Bitcoin touts this decentralization, this lack 
of centralization also makes Bitcoin more susceptible to use of illicit money transfers 
and manipulation including through the use of malware and botnets. Further, this 
decentralization makes Bitcoin incapable of conducting due diligence, monitoring, 
and reporting of suspicious activity and conducting anti-money laundering compli- 
ance programs. 

While it appeared that many virtual currencies, such as Bitcoin, allowed financial 
transactions to become completely anonymous, we are learning through cases such 
as the Silk Road scandal that virtual transactions are not entirely anonymous, 
largely dependent on the actions of the user. We also know that not all virtual or 
algorithmic currencies seek or promote anonymity. Other virtual and math-based 
currencies, such as Ripple, seem to be less focused on anonymity and more focused 
on a decentralized currency that has little-to-no counterparty risk. Ripple and others 
appear to also be on the cusp of bringing virtual currencies into mainstream finan- 
cial services. 

The ability for law enforcement to understand and trace illicit activities being fi- 
nanced through virtual and digital currencies is critical to ensuring the national and 
financial security of the United States. However, it seems imperative that we don’t 
rush to over-regulate this system, pushing it offshore and truly into the shadows. 

Given the rate of change in the virtual and technology-based money transfer sys- 
tems, it will be nearly impossible for a single government agency to codify a set of 
rules and regulations that will not quickly become obsolete. It appears that the only 
way for governments to address some of the formidable technical and organizational 
challenges associated with detecting and monitoring illicit activities done using dig- 
ital currencies will come through a combination of self-regulation, government and 
industry collaboration, and large-scale government technological upgrades. 

I look forward to hearing from our first panel to better understand how the U.S. 
Government, including our financial regulators and enforcement agencies are look- 
ing at, studying and preparing for the challenges and opportunities presented by 
virtual currencies. 

I also look forward to hearing from our second panel to understand their views 
on possible regulations or standards that might improve the industry, the new inno- 
vations, technology developments, and what if any safeguards are being considered 
and developed to better protect the system. I would also like to understand ways 
that the private sector might be able to help self-regulate itself through best prac- 
tices and standards to make the illicit actors even that much more obvious. 


PREPARED STATEMENT OF JENNIFER SHASKY CALVERY 

Director, Financial Crimes Enforcement Network 
Department of the Treasury 

November 19, 2013 

Chairmen Warner and Merkley, Ranking Members Kirk and Heller, and distin- 
guished Members of the Subcommittees, I am Jennifer Shasky Calvery, Director of 
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the Financial Crimes Enforcement Network (FinCEN), and I appreciate the oppor- 
tunity to appear before you today to discuss FinCEN’s ongoing role in the Adminis- 
tration’s efforts to establish a meaningful regulatory framework for virtual cur- 
rencies that intersect with the U.S. financial system. We appreciate the Committee’s 
interest in this important issue, and your continued support of our efforts to prevent 
illicit financial activity from exploiting potential gaps in our regulatory structure as 
technological advances create new and innovative ways to move money. 

FinCEN’s mission is to safeguard the financial system from illicit use, combat 
money laundering and promote national security through the collection, analysis, 
and dissemination of financial intelligence and strategic use of financial authorities. 
FinCEN works to achieve its mission through a broad range of interrelated strate- 
gies, including: 

• Administering the Bank Secrecy Act (BSA) — the United States’ primary anti- 
money laundering (AML)/counter-terrorist financing (CFT) regulatory regime; 

• Sharing the rich financial intelligence we collect, as well as our analysis and 
expertise, with law enforcement, intelligence, and regulatory partners; and 

• Building global cooperation and technical expertise among financial intelligence 
units throughout the world. 

To accomplish these activities, FinCEN employs a team comprised of approxi- 
mately 340 dedicated employees with a broad range of expertise in illicit finance, 
financial intelligence, the financial industry, the AML/CFT regulatory regime, tech- 
nology, and enforcement. We also leverage our close relationships with regulatory, 
law enforcement, international, and industry partners to increase our collective in- 
sight and better protect the U.S. financial system. 

What is Virtual Currency? 

Before moving into a discussion of FinCEN’s role in ensuring we have smart regu- 
lation for virtual currency that is not too burdensome but also protects the U.S. fi- 
nancial system from illicit use, let me set the stage with some of the definitions we 
are using at FinCEN to understand virtual currency and the various types present 
in the market today. Virtual currency is a medium of exchange that operates like 
a currency in some environments but does not have all the attributes of real cur- 
rency. In particular, virtual currency does not have legal tender status in any juris- 
diction. A convertible virtual currency either has an equivalent value in real cur- 
rency, or acts as a substitute for real currency. In other words, it is a virtual cur- 
rency that can be exchanged for real currency. At FinCEN, we have focused on two 
types of convertible virtual currencies: centralized and decentralized. 

Centralized virtual currencies have a centralized repository and a single adminis- 
trator. Liberty Reserve, which FinCEN identified earlier this year as being of pri- 
mary money laundering concern pursuant to Section 311 of the USA PATRIOT Act, 
is an example of a centralized virtual currency. Decentralized virtual currencies, on 
the other hand, and as the name suggests, have no central repository and no single 
administrator. Instead, value is electronically transmitted between parties without 
an intermediary. Bitcoin is an example of a decentralized virtual currency. Bitcoin 
is also known as cryptocurrency, meaning that it relies on cryptographic software 
protocols to generate the currency and validate transactions 

There are a variety of methods an individual user might employ to obtain, spend, 
and then “cash out” either a centralized or decentralized virtual currency. The fol- 
lowing illustration shows a typical series of transactions in a centralized virtual cur- 
rency, such as Liberty Reserve: 
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By way of comparison, the next illustration shows a very similar series of trans- 
actions in a decentralized virtual currency such as Bitcoin: 



From a “follow the money” standpoint, the main difference between these two se- 
ries of transactions is the absence of an “administrator” serving as intermediary in 
the case of Bitcoin. This difference does have significance in FinCEN’s regulatory 
approach to virtual currency, and that approach will be addressed further during 
the course of my testimony today. 

Money Laundering Vulnerabilities in Virtual Currencies 

Any financial institution, payment system, or medium of exchange has the poten- 
tial to be exploited for money laundering or terrorist financing. Virtual currency is 
not different in this regard. As with all parts of the financial system, though, 
FinCEN seeks to understand the specific attributes that make virtual currency vul- 
nerable to illicit use, so that we can both employ a smart regulatory approach and 
encourage industry to develop mitigating features in its products. 

Some of the following reasons an illicit actor might decide to use a virtual cur- 
rency to store and transfer value are the same reasons that legitimate users have, 
while other reasons are more nefarious. Specifically, an illicit actor may choose to 
use virtually currency because it: 

• Enables the user to remain relatively anonymous; 

• Is relatively simple for the user to navigate; 
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• May have low fees; 

• Is accessible across the globe with a simple Internet connection; 

• Can be used both to store value and make international transfers of value; 

• Does not typically have transaction limits; 

• Is generally secure; 

• Features irrevocable transactions; 

• Depending on the system, may have been created with the intent (and added 
features) to facilitate money laundering; 

• If it is decentralized, has no administrator to maintain information on users 
and report suspicious activity to governmental authorities; 

• Can exploit weaknesses in the anti-money laundering/counter terrorist financ- 
ing (AML/CFT) regimes of various jurisdictions, including international dispari- 
ties in, and a general lack of, regulations needed to effectively support the pre- 
vention and detection of money laundering and terrorist financing. 

Because any financial institution, payment system, or medium of exchange has 
the potential to be exploited for money laundering, fighting such illicit use requires 
consistent regulation across the financial system. Virtual currency is not different 
from other financial products and services in this regard. What is important is that 
financial institutions that deal in virtual currency put effective AML/CFT controls 
in place to harden themselves from becoming the targets of illicit actors that would 
exploit any identified vulnerabilities. 

Indeed, the idea that illicit actors might exploit the vulnerabilities of virtual cur- 
rency to launder money is not merely theoretical. We have seen both centralized and 
decentralized virtual currencies exploited by illicit actors. Liberty Reserve used its 
centralized virtual currency as part of an alleged $6 billion money laundering oper- 
ation purportedly used by criminal organizations engaged in credit card fraud, iden- 
tity theft, investment fraud, computer hacking, narcotics trafficking, and child por- 
nography. One Liberty Reserve cofounder has already pleaded guilty to money laun- 
dering in the scheme. And just recently, the Department of Justice has alleged that 
customers of Silk Road, the largest narcotic and contraband marketplace on the 
Internet to date, were required to pay in bitcoins to enable both the operator of Silk 
Road and its sellers to evade detection and launder hundreds of millions of dollars. 
With money laundering activity already valued in the billions of dollars, virtual cur- 
rency is certainly worthy of FinCEN’s attention. 

That being said, it is also important to put virtual currency in perspective as a 
payment system. The U.S. Government indictment and proposed special measures 
against Liberty Reserve allege it was involved in laundering more than $6 billion. 
Administrators of other major centralized virtual currencies report processing simi- 
lar transaction volumes to what Liberty Reserve did. In the case of Bitcoin, it has 
been publicly reported that its users processed transactions worth approximately $8 
billion over the twelve-month period preceding October 2013; however, this measure 
may be artificially high due to the extensive use of automated layering in many 
Bitcoin transactions. By way of comparison, according to information reported pub- 
licly, in 2012 Bank of America processed $244.4 trillion in wire transfers, PayPal 
processed approximately $145 billion in online payments, Western Union made re- 
mittances totaling approximately $81 billion, the Automated Clearing House (ACH) 
Network processed more than 21 billion transactions with a total dollar value of 
$36.9 trillion, and Fedwire, which handles large-scale wholesale transfers, processed 
132 million transactions for a total of $599 trillion. This relative volume of trans- 
actions becomes important when you consider that, according to the United Nations 
Office on Drugs and Crime (UNODC), the best estimate for the amount of all global 
criminal proceeds available for laundering through the financial system in 2009 was 
$1.6 trillion. While of growing concern, to date, virtual currencies have yet to over- 
take more traditional methods to move funds internationally, whether for legitimate 
or criminal purposes. 

Mitigating Money Laundering Vulnerabilities in Virtual Currencies 

FinCEN’s main goal in administering the BSA is to ensure the integrity and 
transparency of the U.S. financial system so that money laundering and terrorist 
financing can be prevented and, where it does occur, be detected for follow on action. 
One of our biggest challenges is striking the right balance between the costs and 
benefits of regulation. One strategy we use to address this challenge is to promote 
consistency, where possible, in our regulatory framework across different parts of 
the financial services industry. It ensures a level playing field for industry and mini- 
mizes gaps in our AML/CET coverage. 
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Recognizing the emergence of new payment methods and the potential for abuse 
by illicit actors, FinCEN began working with our law enforcement and regulatory 
partners several years ago to study the issue. We understood that AML protections 
must keep pace with the emergence of new pa3Tnent systems, such as virtual cur- 
rency and prepaid cards, lest those innovations become a favored tool of illicit ac- 
tors. In July 2011, after a public comment period designed to receive feedback from 
industry, FinCEN released two rules that update several definitions and provide the 
needed flexibility to accommodate innovation in the payment systems space under 
our preexisting regulatory framework. Those rules are: (1) Definitions and Other 
Regulations Relating to Money Services Businesses; and (2) Definitions and Other 
Regulations Relating to Prepaid Access. 

The updated definitions reflect FinCEN’s earlier guidance and rulings, as well as 
current business operations in the industry. As such, they have been able to accom- 
modate the development of new payment systems, including virtual currency. Spe- 
cifically, the new rule on money services businesses added the phrase “other value 
that substitutes for currency” to the definition of “money transmission services.” 
And since a convertible virtual currency either has an equivalent value in real cur- 
rency, or acts a substitute for real currency, it qualifies as “other value that sub- 
stitutes for currency” under the definition of “money transmission services.” A per- 
son that provides money transmission services is a “money transmitter,” a type of 
money services business already covered by the AML/CFT protections in the BSA. 

As a follow-up to the regulations and in an effort to provide additional clarity on 
the compliance expectations for those actors involved in virtual currency trans- 
actions subject to FinCEN oversight, on March 18, 2013, FinCEN supplemented its 
money services business regulations with interpretive guidance designed to clarify 
the applicability of the regulations implementing the BSA to persons creating, ob- 
taining, distributing, exchanging, accepting, or transmitting virtual currencies. In 
the simplest of terms, FinCEN’s guidance explains that administrators or exchang- 
ers of virtual currencies must register with FinCEN, and institute certain record- 
keeping, reporting and AML program control measures, unless an exception to these 
requirements applies. The guidance also explains that those who use virtual cur- 
rencies exclusively for common personal transactions like buying goods or services 
online are users, not subject to regulatory requirements under the BSA. In all cases, 
FinCEN employs an activity-based test to determine when someone dealing with 
virtual currency qualifies as a money transmitter. The guidance clarifies definitions 
and expectations to ensure that businesses engaged in such activities are aware of 
their regulatory responsibilities, including registering appropriately. Furthermore, 
FinCEN closely coordinates with its State regulatory counterparts to encourage ap- 
propriate application of FinCEN guidance as part of the States’ separate AML com- 
pliance oversight of financial institutions. 

It is in the best interest of virtual currency providers to comply with these regula- 
tions for a number of reasons. First is the idea of corporate responsibility. Legiti- 
mate financial institutions, including virtual currency providers, do not go into busi- 
ness with the aim of laundering money on behalf of criminals. Virtual currencies 
are a financial service, and virtual currency administrators and exchangers are fi- 
nancial institutions. As I stated earlier, any financial institution could be exploited 
for money laundering purposes. What is important is for institutions to put controls 
in place to deal with those money laundering threats, and to meet their AML report- 
ing obligations. 

At the same time, being a good corporate citizen and compljdng with regulatory 
responsibilities is good for a company’s bottom line. Every financial institution 
needs to be concerned about its reputation and show that it is operating with trans- 
parency and integrity within the bounds of the law. Legitimate customers will be 
drawn to a virtual currency or administrator or exchanger where they know their 
money is safe and where they know the company has a reputation for integrity. And 
banks will want to provide services to administrators or exchangers that show not 
only great innovation, but also great integrity and transparency. 

The decision to bring virtual currency within the scope of our regulatory frame- 
work should be viewed by those who respect and obey the basic rule of law as a 
positive development for this sector. It recognizes the innovation virtual currencies 
provide, and the benefits they might offer society. Several new payment methods in 
the financial sector have proven their capacity to empower customers, encourage the 
development of innovative financial products, and expand access to financial serv- 
ices. We want these advances to continue. However, those institutions that choose 
to act outside of their AML obligations and outside of the law have and will con- 
tinue to be held accountable. FinCEN will do everything in its regulatory power to 
stop such abuses of the U.S. financial system. 
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As previously mentioned, earlier this year, FinCEN identified Liberty Reserve as 
a financial institution of primary money laundering concern under Section 311 of 
the USA PATRIOT Act. Liberty Reserve operated as an online, virtual currency, 
money transfer system conceived and operated specifically to allow — and encour- 
age — illicit use because of the anonymity it offered. It was deliberately designed to 
avoid regulatory scrutiny and tailored its services to illicit actors looking to launder 
their ill-gotten gains. According to the allegations contained in a related criminal 
action brought by the U.S. Department of Justice, those illicit actors included crimi- 
nal organizations engaged in credit card fraud, identity theft, investment fraud, 
computer hacking, narcotics trafficking, and child pornography, just to name a few. 
The 311 action taken by FinCEN was designed to restrict the ability of Liberty Re- 
serve to access the U.S. financial system, publicly notify the international financial 
community of the risks posed by Liberty Reserve, and to send a resounding message 
to other offshore money launderers that such abuse of the U.S. financial system will 
not be tolerated and their activity can be reached through our targeted financial 
measures. 

Sharing Our Knowledge and Expertise on Virtual Currency 

As the financial intelligence unit for the United States, FinCEN must stay current 
on how money is being laundered in the United States, including through new and 
emerging payment systems, so that we can share this expertise with our many law 
enforcement, regulatory, industry, and foreign financial intelligence unit partners, 
and effectively serve as the cornerstone of this country’s AML/CFT regime. FinCEN 
has certainly sought to meet this responsibility with regard to virtual currency and 
its exploitation by illicit actors. In doing so, we have drawn and continue to draw 
from the knowledge we have gained through our regulatory efforts, use of targeted 
financial measures, analysis of the financial intelligence we collect, independent 
study of virtual currency, outreach to industry, and collaboration with our many 
partners in law enforcement. 

In the same month we issued our guidance on virtual currency, March 2013, 
FinCEN also issued a Networking Bulletin on crypto-currencies to provide a more 
granular explanation of this highly complex industry to law enforcement and assist 
it in following the money as it funnels between virtual currency channels and the 
U.S. financial system. Among other things, the bulletin addresses the role of tradi- 
tional banks, money transmitters, and exchangers that come into play as inter- 
mediaries by enabling users to fund the purchase of virtual currencies and exchange 
virtual currencies for other types of currency. It also highlights known records proc- 
esses associated with virtual currencies and the potential value these records may 
offer to investigative officials. The bulletin has been in high demand since its publi- 
cation and the feedback regarding its tremendous value has come from the entire 
spectrum of our law enforcement partners. In fact, demand for more detailed infor- 
mation on crypto-currencies has been so high that we have also shared it with sev- 
eral of our regulatory and foreign financial intelligence unit partners. 

One feature of a FinCEN Networking Bulletin is that it asks the readers to pro- 
vide ongoing feedback on what they are learning through their investigations so 
that we can create a forum to quickly learn of new developments, something par- 
ticularly important with a new payment method. Based on what we are learning 
through this forum and other means, FinCEN has issued several analytical products 
of a tactical nature to inform law enforcement operations. 

Equally important to our ongoing efforts to deliver expertise to our law enforce- 
ment partners is FinCEN’s engagement with our regulatory counterparts to ensure 
they are kept apprised of the latest trends in virtual currencies and the potential 
vulnerabilities they pose to traditional financial institutions under their supervision. 
FinCEN uses its collaboration with the Federal Financial Institutions Examination 
Council (FFIEC) BSA Working Group as a platform to review and discuss FinCEN’s 
regulations and guidance, and the most recent and relevant trends in virtual cur- 
rencies. One such example occurred just recently, when several FinCEN virtual cur- 
rency experts gave a comprehensive presentation on the topic to an audience of Fed- 
eral and State bank examiners at an FFIEC Payment Systems Risk Conference. The 
presentation covered an overview of virtual currency operations, FinCEN’s guidance 
on the application of FinCEN regulations to virtual currency, enforcement actions, 
and ongoing industry outreach efforts. 

FinCEN also participates in the FBI-led Virtual Currency Emerging Threats 
Working Group, the FDIC-led Cyber Fraud Working Group, the Terrorist Financing 
& Financial Crimes-led Treasury Cyber Working Group, and with a community of 
other financial intelligence units. We host speakers, discuss current trends, and pro- 
vide information on FinCEN resources and authorities as we work with our partners 



38 


in an effort to foster an open line of communication across the Government regard- 
ing bad actors involved in virtual currency and cyber-related crime. 

Finally, FinCEN has shared its strategic analysis on money laundering through 
virtual currency with executives at many of our partner law enforcement and regu- 
latory agencies, and foreign financial intelligence units, as well as with U.S. Govern- 
ment policymakers. 

Outreach to the Virtual Currency Industry 

Recognizing that the new, expanded definition of money transmission would bring 
new financial entities under the purview of FinCEN’s regulatory framework, shortly 
after the publication of the interpretive guidance and as part of FinCEN’s ongoing 
commitment to engage in dialogue with the financial industry and continually learn 
more about the industries that we regulate, FinCEN announced its interest in hold- 
ing outreach meetings with representatives from the virtual currency industry. The 
meetings are designed to hear feedback on the implications of recent regulatory re- 
sponsibilities imposed on this industry, and to receive industry’s input on where ad- 
ditional guidance would be helpful to facilitate compliance. 

We held the first such meeting with representatives of the Bitcoin Foundation on 
August 26, 2013 at FinCEN’s Washington, DC, offices and included attendees from 
a cross-section of the law enforcement and regulatory communities. This outreach 
was part of FinCEN’s overall efforts to increase knowledge and understanding of the 
regulated industry and how its members are impacted by regulations, and thereby 
help FinCEN most efficiently and effectively work with regulated entities to further 
the common goals of the detection and deterrence of financial crime. To further cap- 
italize on this important dialogue and exchange of ideas, FinCEN has invited the 
Bitcoin Foundation to provide a similar presentation at the next plenary of the 
Bank Secrecy Act Advisory Group (BSAAG) scheduled for mid-December. The 
BSAAG is a Congressionally chartered forum that brings together representatives 
from the financial industry, law enforcement, and the regulatory community to ad- 
vise FinCEN on the functioning of our AML/CFT regime. 

Conclusion 

The Administration has made appropriate oversight of the virtual currency indus- 
try a priority, and as a result, FinCEN’s efforts in this regard have increased signifi- 
cantly over recent years through targeted regulatory measures, outreach to regu- 
latory and law enforcement counterparts and our partners in the private sector, and 
the development of expertise. We are very encouraged by the progress we have 
made thus far. We are dedicated to continuing to build on these accomplishments 
by remaining focused on future trends in the virtual currency industry and how 
they may inform potential changes to our regulatory framework for the future. 
Thank you for inviting me to testify before you today. I would be happy to answer 
any questions you may have. 


PREPARED STATEMENT OF DAVID J. COTNEY 

Commissioner of Banks, Massachusetts Division of Banks 

ON BEHALF OF THE CONFERENCE OF STATE BANK SUPERVISORS 

November 19, 2013 

INTRODUCTION 

Good afternoon Chairmen Warner and Merkley, Ranking Members Kirk and Hell- 
er. My name is David Cotney and I serve as the Commissioner of Banks for the 
Commonwealth of Massachusetts. The Massachusetts Division of Banks is respon- 
sible for the overseeing all State-chartered banks and credit unions as well as regu- 
lating a range of nonbank financial service providers including money transmitters. 
I also serve as the Vice Chairman of the Board of Directors of the Conference of 
State Bank Supervisors (CSBS), and as the Chairman of the State Liaison Com- 
mittee of the Federal Financial Institutions Examination Council (FFIEC).^ 

It is my pleasure to testify before you today on behalf of CSBS. CSBS is the na- 
tionwide organization of banking regulators from all 50 States, the District of Co- 
lumbia, Guam, Puerto Rico, and the U.S. Virgin Islands. For more than a century, 


1 Since 2006, State depository regulators have had a voting seat on the FFIEC, an interagency 
hody empowered to prescribe uniform principles, standards, and report forms for financial insti- 
tution examinations. The State Liaison Committee is made up of representatives of State bank, 
credit union and savings bank regulators and serves as the formal means for State input and 
representation on the FFIEC. 
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CSBS has given State supervisors a national forum to coordinate supervision and 
to develop regulatory policy. CSBS also provides training to State banking and fi- 
nancial regulators and represents its members before Congress and the Federal fi- 
nancial regulatory agencies. 

State banking regulators supervise over 5,200 State-chartered banks.^ The major- 
ity of State banking departments also regulates a variety of nonbank financial serv- 
ices providers, including money services businesses (MSBs) as well as mortgage 
lenders, check cashers, and payday lenders. This broad supervisory portfolio pro- 
vides State regulators with a unique perspective in the payments landscape. Unlike 
any single Federal prudential regulator, most States regulate all of the financial 
intermediaries in the payments system: banks, credit unions, and money transmit- 
ters. 

I thank you for holding this hearing on virtual currency. The risks virtual cur- 
rency presents impact consumer protection, payment systems stability, money laun- 
dering, national security, and tax evasion. The potential benefits are similarly 
multi-faceted: speed and efficiency, lower transaction costs, and providing an outlet 
for the unbanked and underbanked around the world. To address these areas. State 
regulators view our responsibility as supervising in a manner that mitigates risks 
while not impeding industry innovation and flexibility. 

States and State regulation have served as a forum for market experimentation 
as well as an early warning system of troublesome consumer and market trends. 
As the laboratories of innovation, the States welcome technology developments in 
the payments system that can lead to greater choice, security, and lower costs for 
consumers. Whether it’s the Cambodian community in Lowell, the Somali commu- 
nity in Minneapolis, or the unbanked in Portland, Oregon, the States have a respon- 
sibility to ensure their citizens have the best possible options for transmitting value 
in a manner that does not put people, businesses, the payments system, or national 
security at risk. 

My testimony today discusses existing State regulatory regimes and processes 
that offer the ability to supervise payment systems participants in a manner that 
promotes trust, confidence, and regulatory collaboration. I will also set out State 
regulators’ efforts to further define priorities and approaches moving forward. 

PAYMENT SYSTEMS AND STATE SUPERVISION 

Payments systems are increasingly dynamic, signaling a shift in the way con- 
sumers and businesses pay for goods and services as well as the manner in which 
funds are remitted domestically and globally. Whether point of sale technologies, 
payment system intermediaries, or virtual currencies, development is ongoing and 
the possibilities are promising. However, while the opportunity for economic and 
consumer benefit is significant, so is the opportunity for real time losses and other 
destabilizing effects. 

Nowhere are opportunities and challenges more starkly visible than in the emerg- 
ing field of virtual currencies. Virtual currencies are decentralized digital mediums 
of exchange that, depending on the structure, serve as a hybrid of types of value. 
Today’s virtual currencies are mostly math based, finite, verifiable, and open source, 
factors that present an opportunity to enhance the basic manner in which we con- 
ceive the exchange of value. In addition to virtual currencies, the business of trans- 
mitting value continues to evolve through mobile and Web-based technologies that 
allow for instant and mobile payments on a secure basis. 

To understand the opportunities and the risks presented in this sector. State 
agencies are actively monitoring new entrants into the digital market, including re- 
cent high-profile law enforcement actions related to virtual currency. State regu- 
lators are engaged in open discussions with a broad range of industry participants, 
joint State and Federal working groups, and State-to-State coordination and stra- 
tegic planning. States are also using their regulatory and legislative tools to learn 
more about the industry and increase transparency. For example, the New York De- 
partment of Financial Services launched an inquiry in August® and recently an- 
nounced it will hold public hearings on virtual currency with an eye toward identi- 


2 Federal Deposit Insurance Corporation Statistics on Depository Institutions, Report Date 
June 30, 2013. 

^Notice of Inquiry on Virtual Currencies, NYDFS (12 August 2013) available at http: I ! 
ivww.dfs.tiy.govlaboutlpress2013lmemol308121.pdf. Superintendent Lawsky explains: “The 
emergence of Bitcoin and other virtual currencies has presented a number of unique opportuni- 
ties and challenges. Building innovative platforms for conducted commerce can help improve the 
depth and breadth of our Nation’s financial system. However, we have also seen instances where 
the cloak of anonymity provided by virtual currencies has helped support dangerous criminal 
activity, such as drug smuggling, money laundering, gun running, and child pornography.” 
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fying possible licensing regimes.'^ New York’s goal is one all States share, to deter- 
mine appropriate regulatory guidelines that “allow new technologies and industries 
to flourish, while also working to ensure that consumers and our national security 
remain protected.”® The California legislature has also worked to give regulators 
more tools to make the licensing process more transparent, authorizing the Depart- 
ment of Business Oversight to make written guidance public and offer guidance to 
prospective licensees.® 

The States have a legal and regulatory structure that encompasses a broad range 
of financial services offered by a variety of bank and nonbank providers. For emerg- 
ing payment technologies and alternative currencies, the threshold issue is the elec- 
tronic movement of value owned by others — conduct over which the States have an 
existing structure for regulation and oversight. Money services businesses are enti- 
ties that provide money transmission, currency exchange, prepaid access, monetary 
instruments as well as check cashing products and services. These companies pro- 
vide a variety of financial products and services to a diverse customer base ranging 
from sophisticated financial customers to the underbanked and unbanked. One type 
of MSB, money transmitters, conducts remittance transfer services, domestically 
and internationally. 

State MSB regulation recognizes the reality that money transmitters are local in 
touch, global in scale, and include a broad range of business models. A money trans- 
mitter’s business platform may include telephone, online, authorized agent locations, 
or a combination thereof to reach its customer base. Additionally, a money trans- 
mitter may offer several different types of MSB activities simultaneously. For exam- 
ple, Moneygram Payment Systems — a company licensed in 48 States, the District 
of Columbia, and Puerto Rico — offers money transmission, bill payment, prepaid 
cards, and money orders through their online platform and authorized agents na- 
tionwide. As technology has evolved to include mobile payments and digital com- 
merce, State money transmitter regulation has demonstrated the flexibility to su- 
pervise these products and services to consumers. 

At the most basic level, many of the new products and services receive, hold, and 
send funds domestically or internationally. As such, these activities could fit into 
State money transmission definitions: the accepting or delivering of currency, funds, 
or other value, to another location or person by electronic means.^ 

CREDENTIALING OF FINANCIAL SERVICES PROVIDERS 

Given the position of trust and confidence held by money transmitters and their 
critical function within local economies,® State law generally requires the licensing 
of companies and individuals that transmit other people’s funds. By credentialing 
those who take and send monetary value on behalf of others, the States limit poten- 
tial consumer harm and add stability to financial markets. In turn, licensed compa- 
nies increase consumer and commercial confidence, which encourages the economic 
stability needed to support successful innovation. 

Licensing communicates to the public that a licensee is viable, secure, and able 
to protect funds. State regulatory agencies license and regulate money transmitters 
to ensure compliance with State and Federal regulatory requirements, to help pre- 
vent the use of money transmitters to finance illicit activities such as narcotics traf- 
ficking and terrorism, while also providing consumer protection for residents. Over- 
sight includes ensuring the proper policies, procedures, and safeguards are in place 
to protect the company and its customers from operational, monetary, and fraud 
risk. Many States have utilized the Uniform Money Services Act, adopted by the 


^Notice of Intent to Hold Hearing on Virtual Currencies, Including Potential NYDFS Issuance 
of a ‘BitLicense,’ NYDFS (14 November 2013) available at http:! ! www.dfs.tiy.gov ! about ! 
press2013 / virtual-currency-131114.pdf 

® Notice of Inquiry on Virtual Currencies, supra. 

® California Assembly Bill No. 786, Money Transmissions (2013-2014). Effective January 1, 

2014. Available at http: 1 1 leginfo.legislature.ca.gov /faces /billNavClient.xhtml?bill id=2013 

20140AB786. 

“ 'Money transmission’ means . . . receiving money or monetary value for transmission ...” 
Alaska Stat. § 06.55.990; Arkansas A.C.A. § 23-55-102 (12) (A); Hawaii HRS § 489D-4; Iowa 
Code § 533C.102; Kansas K.S.A. § 9-508; La. R.S. 6:1032; Michigan MCLS ^ 487.1003; Miss. 
Code Ann. § 75-15-3; N.C. Gen. Stat. § 53-208.2; N.D. Cent. Code, § 13-09-02; S.D. Codified 
Laws § 51A— 17-1; New Hampshire RSA 399-G:i; Tex. Finance Code § 151.301; Vermont 8 
V.S.A. § 2500; Va. Code Ann. § 6.2-1900. 

®See, e.g., The California Money Transmitter Act, Cal Fin Code § 2000 et seq. (“The [Cali- 
fornia] Legislature finds and declares all of the following: * * (c) The failure of money trans- 

mission businesses to fulfill their obligations would cause loss to consumers, disrupt the pay- 
ments mechanism in this State, undermine public confidence in financial institutions doing busi- 
ness in this State, and adversely affect the health, safety, and general welfare of persons in this 
State.”). 
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National Commission on Uniform State Laws as the outline for their statutory pro- 
visions, which includes licensing standards, financial stability requirements, and 
regulatory principles. 

Prospective licensees must file an application that typically includes the submis- 
sion of credit reports, fingerprints, a business plan, financial statements, and a sur- 
ety bond. The prospective licensee may provide evidence of policies, procedures, and 
internal controls that will facilitate the organization’s compliance with State and 
Federal regulations, including required Financial Crimes Enforcement Network 
(FinCEN) registration and documentation of a Bank Secrecy Act (BSA) compliance 
program.® Once a license is granted, management is required to maintain requisite 
permissible investments, surety bonds, and submit periodic reports that often in- 
clude financial statements, permissible investments calculations, branch and agent 
reporting, and transmission volume activity. 

One of the main purposes of licensing is credentialing the entities and individuals 
seeking to engage in money transmission. Prospective licensees may be required to 
undergo rigorous requirements with the State agencies that include dialogue with 
the applicant regarding their business plan. The application may also include a 
background check on all owners, a requirement common in the MSB, banking, mort- 
gage, securities, and other financial industries to ensure persons in a position of 
trust meet established standards to protect consumers and businesses alike. While 
some have complained that the process is cumbersome, most licensees recognize the 
value of identifying and validating market participants. 

Credentialing requirements are vital and elementary to consumer protection. 
Some comments to date suggest this process is invasive and/or unnecessary, a view 
that reflects inexperience with time-validated requirements and unfamiliarity with 
the public policy goals served by licensing and regulatory oversight. We have seen 
this type of initial reaction as the States have enhanced their regulatory responsibil- 
ities, such as with the licensing of mortgage brokers and payday lenders. State leg- 
islatures have been very deliberate in crafting a credentialing process designed 
around the core objectives of consumer protection and promoting safety and sound- 
ness. State agencies would be negligent in their responsibilities if they simply al- 
lowed the push of technological innovation to preempt the need to apply the law in 
a thorough and deliberate manner. 

SUPERVISION OF FINANCIAL SERVICES PROVIDERS 

State agencies examine licensed money transmitters on a 12-to-24 month cycle to 
ensure licensees operate in a safe, sound, and legal manner. Between exams. State 
regulators monitor their licensees on an ongoing basis by reviewing the information 
submitted pursuant to reporting requirements. Licensees have periodic reporting re- 
quirements covering financial statements, permissible investments adequacy, 
branch and agent listings, and transmission volume activity. Consumer complaints 
provide another input into the supervisory process. 

During the course of an examination. State examiners review complaints, capital, 
asset quality, management, earnings, operations, and compliance with the Bank Se- 
crecy Act and the institution’s anti-money laundering program. All these areas of 
review provide State agencies with data and other information to assess if a licensee 
is compl3dng with applicable laws and conducting business in a safe and sound man- 
ner. If a licensee is found operating in an unsafe manner or out of compliance with 
State and Federal requirements, the licensee may face State enforcement actions. 

State enforcement actions vary depending on the entity, substantiated behavior, 
and violation. Importantly, enforcement is subject to appeal to an administrative 
hearing, ensuring licensees are afforded due process. For less serious findings war- 
ranting redress, the regulator and the regulated entity might agree to a letter of 
understanding or consent order, acknowledging the violation and setting forth a cor- 
rective plan. For more serious violations, temporary or permanent cease and desist 
orders will be issued, potentially limiting or even halting an entity’s ability to oper- 
ate. In more egregious circumstances, civil money penalties will be imposed in addi- 
tion to any consumer restitution. Additionally, an entity’s license could be revoked 
and the regulator’s findings may necessitate referral to State and/or Federal law en- 
forcement. 


®BSA compliance programs include policies, procedures, and internal controls to detect and 
deter money laundering and other illegal activity. 

Permissible investments are low risk, liquid assets such as cash and high rated investments 
required to be maintained in case an institution is unable to meet its commitments or fails. Per- 
missible investments must be equal to the outstanding transmissions, payment instruments, or 
prepaid access values in the State or in all States. 
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STREAMLINED AND COORDINATED OVERSIGHT 

Many State MSB licensees hold licenses in more than one State. Consequently, 
State agencies have proactively built a foundation for multi-State coordination and 
examinations. The Money Transmitters Regulators Association (MTRA)ii formed 
the foundation for multi-State MSB efforts by executing the Money Transmitter 
Regulators Cooperative Agreement (MTRA Agreement) in 2002 and the MTRA 
Examination Protocol (MTRA Protocol) in 2010. These documents established the 
initial framework for States to coordinate MSB examinations and share information. 

The MTRA Agreement started the States on the path to coordinated regulatory 
oversight by promoting concurrent and joint examinations among States. The MTRA 
Protocol provided a process for examinations, including multi-State examination 
schedules, work programs, and reports designed to increase effectiveness and reduce 
regulatory burden. Since the MTRA Agreement and Protocol were implemented, 
State agencies have conducted over 300 multi-State MSB examinations. Through co- 
ordination, regulatory oversight is applied in a uniform manner, a beneht that has 
been publicly noted by industry. 

To foster consistency, coordination, and communication, the States have collabo- 
rated on the enhanced CSBS/MTRA Nationwide Cooperative Agreement for MSB 
Supervision and the Protocol for Performing Multi-State Examinations. The 
CSBS/MTRA Agreement and Protocol will supplement an effective and efficient reg- 
ulatory framework for licensees by establishing the Multi-State MSB Examination 
Taskforce (MMET) to oversee joint examinations. Representing ah States, the 
MMET has 10 members, currently comprised of State regulators from California, 
Florida, New York, North Carolina, Ohio, Pennsylvania, Texas, Virginia, Wash- 
ington, and Wyoming. The MMET is working on developing an enhanced super- 
visory program tailored to multi-State licensees that fosters a process of consistency 
and coordination among State agencies. In its hrst year, the MMET has improved 
the MSB examination work program and identified MSBs that meet the criteria for 
multi-State examinations. 

As a result of established processes and lines of communication. State agencies 
promptly communicate to one another to reduce the possibility of consumer harm 
when enforcement is necessary across State lines. Over the last several years, the 
Massachusetts Division of Banks and our sister States have been active in ensuring 
that the monies that consumers transmit are received by the intended recipients. 
When companies fail to deliver, we are the only regulators out there to help con- 
sumers who may have lost their hard earned money. When we learn that someone 
has lost their funds, either through fraud or the financial instability of the company, 
the Division can act swiftly and in collaboration with our State regulatory counter- 
parts. State collaboration and coordination was evident earlier this year when it be- 
came clear to the Division that a money transmitter was possibly misappropriating 
customer funds. The money transmitter in question primarily remitted funds to 
Brazil with transfers in excess of $122 million originating from Massachusetts in 
2012 alone. During an examination that involved coordination with the Brazilian 
Central Bank and two private Brazilian banks, it was determined that transaction 
records were falsified, evidencing an even broader pattern of illegal activity. 

As a result, we promptly issued a Cease and Desist order to stop this company 
from accepting and transmitting money from Massachusetts consumers and initi- 


MTRA is a national nonprofit organization dedicated to the efficient and effective regulation 
of the money transmission industry in the United States of America. The MTRA membership 
consists of State regulatory authorities in charge of regulating money transmitters and sellers 
of traveler’s checks, money orders, drafts, and other money instruments. 

i^The MTRA Cooperative Agreement can be found at http:j I www.mtraweb.org I about I cooper- 
ative-agreement / . 

’’Recent developments in money transmitter regulation have been positive for regulated en- 
tities, as examinations by multi-State regulator teams have blossomed.” Ezra C. Levine, Coun- 
sel, The Money Services Roundtable. Hearing before the Subcommittee on Financial Institutions 
and Consumer Credit of the Committee on Financial Services, U.S. House of Representatives, 
112th Congress, Second Session, Serial No. 112-139, 9 (June 21, 2012). See also, Timothy P. 
Daly, Senior Vice President, Global Public Policy, The Western Union Company. Id. at 49. (“Re- 
cent developments in money transmitter regulation have been positive for both consumers and 
regulated entities, as examinations of multi-State organizations have grown more efficient, effec- 
tive and consistent.”). 

The Enhanced CSBS/MTRA Nationwide Cooperative Agreement for MSB Supervision, avail- 
able at http:! ! www.csbs.org ! regulatory ! Cooperative-Agreements ! Documents ! MSB ! MSB 
-CooperativeAgreement010512clean.pdf. 

i®Braz Transfers Cease and Desist Order, available at http:! / www.mass.gov / ocabr / business 1 
banking-services I banking-legal-resources ! enforcement-actions / 2013-dob-enforcement-actions / 
braz0401201 3.html. 
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ated a coordinated response across 37 States.^® My agency communicated the en- 
forcement action to our sister States, held multi-State calls, and worked with other 
State regulators to ensure remittance transfers were received and customers were 
assisted in a timely manner. All consumers who lost money have been made whole. 
This investigation is ongoing, but demonstrates that State regulators are prepared 
and capable of promptly acting on a national and international basis. 

STATE-FEDERAL COORDINATION 

Equally important as inter-State action is meaningful coordination with Federal 
regulatory agencies. States recognize the importance of a larger regulatory fabric 
and integrated oversight for consumer protection and national security. In many 
areas of bank and nonbank regulation and supervision, the States have found that 
a more coordinated approach better serves both consumers and regulated entities. 

The FFIEC has proved a valuable venue for coordination on processes between 
State regulators and Federal financial regulators across a wide range of supervisory 
issues and processes. Through the State Liaison Committee to the FFIEC, the 
States collaborate with the FFIEC on the Bank Secrecy Act/Anti-Money Laundering 
Examination Manual, and participate as voting members of the FFIEC BSA/AML 
Working Group, an interagency effort to enhance coordination of BSA/AML training, 
guidance, and policy. The responsibilities of the working group include ensuring con- 
sistent agency approaches and collaborating on emerging issues. 

The States have also entered into memorandums of understanding with FinCEN 
and the Internal Revenue Service (IRS) to coordinate BSA/AML supervision in the 
nonbank sector.!'^ As such, State agencies provide information to FinCEN and the 
IRS on a quarterly and annual basis. This information may include the number of 
BSA examinations conducted, referrals of BSA violations, and State enforcement ac- 
tions. Additionally, State agencies worked collaboratively with FinCEN and the IRS 
on the FinCEN/iRS Bank Secrecy Act/Anti-Money Laundering Examination Manual 
for MSBs that was issued in 2008. State agencies also have provided resources to 
develop and conduct training for State and IRS examiners nationwide on BSA com- 
pliance for MSBs. 

The Dodd-Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank) 
recognized the importance of a holistic approach to supervision. States bring a local 
point of view and a hands-on approach that complements the national priorities and 
perspective of Federal regulators. In addition to existing State/Federal cooperative 
frameworks, Dodd-Frank established new expectations for coordination, collabora- 
tion, and information sharing between the States and Federal regulators, including 
with the Consumer Financial Protection Bureau (CFPB).i® In 2011, the States en- 
tered into an Information Sharing Memorandum of Understanding with the CFPB 
(Information-Sharing MOU).i® This was the first such MOU that the CFPB signed. 
Sixty-one State agencies and the six State regulatory associations^® have signed the 
Information-Sharing MOU, which lays the foundation for information-sharing and 
supervision and enforcement cooperation between the CFPB and State regulators. 
Additionally, the State system is coordinating with the CFPB through CSBS on ex- 
aminer training, examination technology and procedures, and complaint sharing. 

Building on the foundation of the Information-Sharing MOU, on May 20, 2013, 
CSBS on behalf of the State regulators entered into the 2013 CFPB-State Super- 


i®Braz Transfers was licensed in 7 of the 14 States currently using NMLS to license MSBs. 
According to NMLS Consumer Access, the company is no longer authorized to do business in 
any of these States. See http: 1 1 www.nmlscotisumeraccess.org I EtitityDetails.aspxj COMPANY I 
907744. 

Memorandum of Understanding between the Internal Revenue Service and the States con- 
cerning Money Services Businesses and Certain Other Nonbank Financial Institutions. Avail- 
able at http:! / www.csbs.org I regulatory I Cooperative-Agreements I Documents i IRS-States 

BSA_MOU_4-22-2005.pdf. 

i®“The Bureau shall coordinate with . . . State regulators, as appropriate, to promote con- 
sistent regulatory treatment of consumer financial and investment products and services.” Dodd- 
Frank Act § 1015, codified at 12 U.S.C. 5495. 

Memorandum of Understanding Between the Consumer Financial Protection Bureau, the 
Conference of State Bank Supervisors, and the Other Signatories Hereto On the Sharing of In- 
formation for Consumer Protection and Other Purposes. Available at http:! i www.csbs.org j regu- 
latory j Cooperative-Agreements i Documents i CFPB %20CSBS%20MOU.pdf. 

The six State regulatory associations are the American Association of Residential Mortgage 
Regulators, Conference of State Bank Supervisors, Money Transmitter Regulators Association, 
National Association of Consumer Credit Administrators, North American Collection Agency 
Regulatory Association, and National Association of Credit Union Supervisors. 
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visory Coordination Framework (Framework)^! for the purposes of implementing a 
State-Federal process for coordinated supervision. Under the Framework, the State 
Coordinating Committee (SCC)^^ — representing nearly 100 State regulatory agen- 
cies covering mortgage, MSBs, payday lending, consumer finance, student lending, 
debt collection, and others — is charged with coordinating examination and enforce- 
ment efforts directly with the CFPB. Through the SCC, the State system has the 
opportunity to influence and direct supervisory policy on a nationwide basis for non- 
depository industries including emerging and innovative players in the mobile, pay- 
ments systems, and virtual currency markets. 

NATIONWIDE MULTI-STATE LICENSING SYSTEM 

State regulators have long understood that regulation needs to adapt alongside 
marketplace changes in order to capture the benefits and mitigate the risks of inno- 
vation. State regulators also understand that, in the modern economy, businesses 
and markets grow irrespective of geographic boundaries. Accordingly, the States rec- 
ognized a need to be able to effectively and efficiently license mortgage companies 
and mortgage loan originators, to keep track of bad actors, and to provide respon- 
sible actors with greater efficiency and consistency in the licensing process. To 
achieve these goals, the States collectively developed and currently operate through 
CSBS the Nationwide Multi-State Licensing System and Registry (NMLS or Sys- 
tem). After success in the mortgage licensing arena. States are currently using the 
System to license other regulated businesses, including all 12 license types issued 
by the Massachusetts Division of Banks. 

Originally developed as a voluntary State system for mortgage licensing and then 
codified in the Secure and Fair Enforcement for Mortgage Licensing Act of 2008 
(SAFE Act),23 NMLS is a Web-based system that allows State-licensed nondeposi- 
tory companies, branches, and individuals in the mortgage, consumer lending, 
money services businesses, and debt collection industries to apply for, amend, up- 
date, or renew a license online for all participating State agencies using a single 
set of uniform applications. 

Last year, NMLS expanded functionality to include MSBs. Massachusetts is 
among 15 States currently using NMLS for MSB licensing, and 14 more are sched- 
uled to come onto the system in the next year. The System enables licensees to 
manage their licenses in one location for multiple States, while States are able to 
track the number of unique companies and individuals, as well as the number of 
licenses they hold in each State. As a system of record for State regulatory authori- 
ties and a central point of access for licensing, NMLS brings greater uniformity and 
transparency to these nondepository financial services industries while maintaining 
and strengthening the ability of State regulators to monitor these industries. 

Both industry and regulators see great advantages to NMLS. During last year’s 
House hearing on money services businesses, industry representatives testified that 
widespread adoption of the system “would eliminate duplication of effort and oppor- 
tunities for error” and “urge[d] any changes at the Federal level to accommodate 
and encourage its further development.”^’' To that end, I want to thank Senators 
Hagan and Toomey for taking the lead in sponsoring S. 947, which enhances the 
confidentiality and privilege already built into the NMLS. I also want to thank the 
other Members of the Committee — Senators Merkley, Manchin, Heitkamp, and 
Johanns — who have signed on as co-sponsors of S. 947. With the passage of S. 947, 
State regulators will have full confidence in the expanded use of NMLS, bringing 
greater efficiency to the regulatory process. 

In addition to shared functionality between regulators and industry, NMLS pro- 
vides transparency to consumers seeking information on regulated companies and 
individuals. NMLS Consumer Access {www.nmlsconsumeraccess.org) is a fully 
searchable public Web site that allows consumers to view information concerning 
companies, branches, and individuals holding State licenses in the NMLS. In 2012, 
the information available on the Web site was upgraded to include public State reg- 
ulatory actions for State licensees. The Web site also enables consumers to connect 
directly to State agencies for the purpose of submitting a consumer complaint 
against a State licensed company. 


2' 2013 CFPB— State Supervisory Coordination Framework. Available at http:! ! ivww.csbs.org ! 
regulatory / Cooperative-Agreements / Documents 1 2013-CFPB.pdf. 

22 The SCC is comprised of representatives of the six State Regulatory Associations and is re- 
sponsible for representing the State system as a single body to the CFPB. 

2S'P.L. 110-289. Codified at 12 U.S.C. 5101 et seq. 

24 Timothy P. Daly, Senior Vice President, Global Public Policy, The Western Union Company. 
Hearing before the Subcommittee on Financial Institutions and Consumer Credit of the Com- 
mittee on Financial Services, U.S. House of Representatives, 112th Congress, Second Session, 
Serial No. 112-139, 49-50 (June 21, 2012). 
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As we continue to expand NMLS into other license types, regulators and industry 
alike will have the benefit of streamlined licensing requirements at a single source, 
and NMLS will be an important tool to provide understanding and responsiveness 
to companies that are local in touch but global in scale. Considering this, we con- 
tinue to recommend to our colleagues at FinCEN and the CFPB that they use 
NMLS for any Federal registration requirements.^® State regulators and CSBS are 
ready to work with our Federal counterparts to bring registration and licensing re- 
quirements under one shared structure, and NMLS already has the proven capabili- 
ties and widespread support for such a streamlined process.^® 

LOOKING FORWARD 

State regulators are keenly aware that constantly emerging technologies have 
brought exciting and innovative products to the financial marketplace that con- 
sumers are utilizing on a daily basis. I and my fellow State banking commissioners 
recognize the need to understand these innovations. We also understand that there 
is a desire by many in the pa3mients and technology industries for greater clarity 
for both State and Federal regulatory requirements. 

State regulators have structures, processes, and systems in place to bring clarity 
and consistency, while promoting consumer protection, safety and soundness, and 
national security goals. The States stand ready to work with our Federal counter- 
parts, as well as with representatives from industry and consumer groups, to seek 
opportunities for greater clarity and consistency, allow for innovation in the pay- 
ments systems, and both exploit the benefits and minimize the risks of such innova- 
tions. 

To address this changing landscape, CSBS is currently exploring policy processes 
for framing and considering issues facing regulators. These threshold issues include 
establishing the right characterization of virtual currency ,2'^ the consumer protection 
needs raised by instantly settled payments,^® the resolution of conflicts between 
commercial entities in an instantaneous transfer system, and whether — and in what 
manner — States should license entities involved with digital currency.^® Our consid- 
eration of these and other issues will inform our efforts to preserve marketplace sta- 
bility while supporting constructive innovation. The States will continue to work 
with this goal in mind, expanding on a framework that ensures safety and sound- 
ness, minimizes the use of digital currencies to fund illicit activities, and protects 
consumers and across a diverse landscape of companies and business models. 

Local understanding, coordination between regulators, and collaboration with pol- 
icymakers has provided the States a unique ability to actively regulate a broad 
range of financial products and services in an effective and timely manner. We look 
forward to working with Congress and our Federal regulatory partners toward an 
integrated and collaborative approach to all innovative financial products and serv- 
ices, ensuring individuals and economies are well served. 


Section 1022(c) of the Dodd-Frank Act directs the CFPB to “consult with State agencies re- 
garding requirements or systems (including coordinated or combined systems for registration), 
where appropriate.” 

25 NMLS complies with the moderate baseline security controls contained in National Institute 
of Standards and Technology (NIST) Special Publication 800-53, and is fully accredited (FISMA 
Certification and Accreditation) by the Consumer Financial Protection Bureau. Technical Details 
and Data Security Protocols for NMLS are available at http:llmort- 
gage.tmtionwidelicensingsystem.org/about/Documents/NMLS%20Data%20Secunty%200verview 
.pdf. 

2'^ Whether virtual currency is “money” is a critical question. Congress has the sole power to 
“coin money” and “regulate the value thereof’ under Article I, Section 8 of the Constitution. 
Conversely, Article I, Section 10 prohibits States from coining money and from “mak[ing] any 
Thing but gold and silver Coin a Tender in Payment of Debts.” If virtual currency is not money, 
the States must determine whether it holds monetary value for the purposes of money trans- 
mission laws, or whether it is an instrument securing an interest in another currency. 

28 The Electronic Funds Transfer Act requires disclosure and other consumer protections for 
the transfer of funds. As technology accelerates payment clearing, disclosures and liability 
standards will be of the utmost importance. For example, if a virtual currency wallet is hacked, 
who is responsible for the lost funds? 

29 Article 4A of the Uniform Commercial Code currently governs commercial fund transfers. 
Though “funds transfer” is broadly defined under the law, the process is reliant on relationships 
through the banking system. 
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Thank you Chairmen Warner and Merkley, Ranking Members Kirk and Heller 
and Members of the Committee for the opportunity to testify before you today. 

My name is Paul Smocer and I am the President of BITS, the technology policy 
division of The Financial Services Roundtable. BITS addresses issues at the inter- 
section of financial services, technology and public policy, on behalf of its one hun- 
dred member institutions, their millions of customers, and all of the stakeholders 
in the U.S. financial system. 

The financial services market constantly evolves and matures to reflect the explo- 
sive growth of technological capacity, entrepreneurial innovation and consumer 
needs and preferences. The topic of today’s hearing, “Virtual Currency,” has been 
and continues to be an area of focus for our member companies and within the in- 
dustry. As virtual or digital currencies have evolved, our members discuss the po- 
tential benefits as well as potential drawbacks — particularly drawbacks related to 
security, fraud and consumer impact. My testimony today will cover the evolution 
of digital currency, as well as opportunities and risks. 

Digital Currency Evolution 

Since the commercialization of the Internet, the concept of digital money has held 
intrigue. The terms “virtual currencies” and “digital currencies” are the generally 
accepted vernacular terminology used to identify forms of electronic currency that 
can be used to effect transactions involving true goods and services. 

Attempts to develop digital currencies, and the methodologies used to exchange 
them for value, have existed for several decades. For example, in the 1990s, we saw 
attempts such as NatWest’s Mondex card, which was an attempt at creating an elec- 
tronic cash card that acted as alternative to coins and banknotes, and DigiCash Inc., 
which was an electronic money corporation founded by David Chaum. The regu- 
latory community has also been thinking about this subject for some time. For ex- 
ample, in September 1996, the United States Department of the Treasury held a 
conference entitled “Toward Electronic Money and Banking: The Role of Govern- 
ment” that explored this issue. Until recently, however, attempts to launch digital 
currencies have been unsuccessful. What makes today’s environment different and 
enhances the probability of success in launching digital currencies? The answers to 
that question include: 

• Consumers are much more comfortable in transacting online through tradi- 
tional financial systems as well as other vehicles such as online games that 
leads consumers to an increasing overall comfort with the online world. 

• Computer systems are more powerful and less expensive thus facilitating some 
of the processing intensive techniques associated with emergent digital cur- 
rencies. 

• A growing interest in having an international currency free of some of the fac- 
tors such as exchange rate considerations, inter-currency transactional fees, etc. 

• The increasing desire for privacy. 

• The general cache that some attach to the concept and to innovative develop- 
ments on the Internet. 

• And sadly, but realistically, a desire to facilitate illegal activities such as money 
laundering, fraud, and terrorism financing. 

This has allowed a market for, though still on a limited basis, digital currency 
and the development of some infrastructures to support the exchange of digital cur- 
rency. 

Bitcoin is often the focus of digital currency discussions as it is the largest inde- 
pendent digital currency. Bitcoins are created through a digital process, “mining”, 
which involves computer programs working on the same set of data to solve a puz- 
zle. Across the Internet, a bitcoin is mined every 10 minutes through this process 
with allegedly a maximum of 21 million allowed in circulation. Once mined, the 
owner is able to use his or her bitcoins at any participating merchant and the trans- 
actions are tracked through a public ledger known as a block chain, which identifies 
users by a unique code. Bitcoin users review these ledgers to validate transactions 
and to ensure that users are spending existing bitcoins. These transactions operate 
outside of the traditional payments system. Thus, they would not intersect with 
credit card, ACH or other trusted financial services networks. The system is not run 
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by any one entity or company, but rather is supported by participants in the Bitcoin 
environment. 

Unlike depository accounts held in traditional financial institutions, hitcoin own- 
ership is not associated with any named individuals. Owners of individual accounts 
are recognized by unique codes intended to assure their anonymity. Even the cre- 
ator of Bitcoin is considered anonymous. Its creation is often attributed to a Satoshi 
Nakamoto, though it is speculated that this is actually a pseudon 3 mi for an anony- 
mous individual or group of anonymous Weh developers. In general, Bitcoin provides 
a decentralized system, using peer-to-peer networking, digital signatures and cryp- 
tographic proofing to enable funds transfers between participants. 

Other entities in the digital marketplace, such as Ripple, rely on the efficiencies 
of the Internet by developing an open source digital transaction protocol. Ripple 
uses existing currencies or valuable items (e..g'., airline miles), which are converted 
into its internal currency called XRP. Users can then quickly transact within XRP. 
Individuals can convert funds back to a monetary value by selling the XRP. Similar 
to Bitcoin, Ripple includes an open ledger to allow all participants to see the activity 
of the system and validate transactions, again with individual accounts recognized 
by a unique code. These transactions also would not cross the traditional payments, 
but could leverage the existing funds in a financial institution consumer’s account 
as an individual could directly transfer dollars into their Ripple account. A unique 
feature of Ripple is to allow individuals to provide loans to others within the net- 
work. Individuals establish their own ability to trust different users and decide how 
much they would like to loan the individual. In addition, a trust score can be as- 
sessed to different users. 

Opportunities 

As we think about the opportunities associated with digital currencies, I believe 
we need to think of them in two distinct areas — the concept of the currency itself 
and the infrastructure mechanisms being created to exchange them. 

We have witnessed the concepts of new, emerging currencies before. Some have 
noted that even within our country, the creation of new currencies was an early part 
of our history as the States, regions, and even merchant exchanges established cur- 
rencies. What makes digital currencies different is that they allow the concept of 
cash or a cash equivalent to be used over the Internet. That fact, in turn, essentially 
makes them a global form of currency. 

One measure of a currency’s success is its acceptability. An emergent trend is that 
institutions such as international and large retailers are beginning to accept select 
digital currencies as payment for goods and services. For example, in November 
2012, the Web publishing service WordPress announced they would accept Bitcoin 
as a form of payment for WordPress upgrades. Interestingly too, just last week, we 
all became aware that the Federal Election Commission is seriously considering let- 
ting candidates and committees accept bitcoins as in-kind contributions. Given dig- 
ital currencies today rely neither on Government-Sponsored central banks nor have 
the backing of any national currency, merchant acceptance and certainly acceptance 
by government agencies tends to help these currencies establish their legitimacy 
and increase the trust parties have in them and their stability in the marketplace. 
At this point, however, the established financial services industry still does not gen- 
erally recognize these currencies as broadly accepted. 

One important aspect to recognize is that, as digital currencies become more 
internationally accepted, there is a growing recognition of their ability to increase 
international sales opportunities and their ability to facilitate simpler international 
funds transfers. Returning to the WordPress example of retailer acceptance, 
WordPress found the acceptance of digital currencies allowed it access to new con- 
sumers in countries where traditional payment systems do not permit access for fi- 
nancial, security or international sanction reasons. 

Because of the ability to work internationally and outside of existing markets, 
some suggest digital currencies also have the ability to provide affordable access to 
the unbanked on a global scale. For example, a mobile phone based money transfer 
and microfinancing service in Kenya backed by Kenya’s largest two mobile network 
operators called M-Pesa, recently added a bitcoin payment option for customers in 
Kenya. 

In addition, digital currencies can assist individuals in countries with repressive 
regimes to support causes or efforts that they might otherwise not be able to sup- 
port. For example, in certain countries where citizens fall under strict government 
control, individuals can often not donate to or purchase from sites that are banned 
by their country’s traditional payments providers. These transactions are made easi- 
er using decentralized, unaffiliated, anonymous currencies with their own payment 
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infrastructures. Because of this, often times digital currencies are referred to as a 
“censorship-resistant” currency. 

If digital currencies reach a state where their economic stability is more assured, 
they can also function as an outside currency that can provide additional economic 
security for individuals living in a country whose own currency is under financial 
distress. For example, during the recent Cyprus and Argentina financial crises, citi- 
zens transferred funds to digital currencies, mostly Bitcoin, to provide a more steady 
assurance for the security of their funds. 

The infrastructure supporting digital currency payments has some appealing 
quality to merchants also due to the lack of interchange fees. For many, digital cur- 
rencies can provide a lower transaction cost to the benefit of both merchants and 
consumers. Digital currencies may be more attractive to merchants as many do not 
allow the payments to be reversed, so there is no opportunity for chargebacks. 

Another interesting aspect related to certain digital currencies is their cryp- 
tographic protections. Ostensibly, the cryptography is intended to provide a level of 
security that both helps limit the amount of a currency in circulation and to bolster 
their providers’ claims that their currencies cannot be duplicated or counterfeited. 
The currency providers also claim that the financial information about any par- 
ticular user’s wallet ie.g., their identity, their balance) is anonymous and, therefore, 
more secure than in other Internet-based financial transaction environments. If 
these claims hold true, which is questionable, this could be very significant for the 
future of monetary security. 

In summary then, digital currencies and their supporting infrastructure do indeed 
present opportunities that we are closely watching. They could provide a model for 
how to facilitate real-time payments — particularly those involving international par- 
ties and those involving micropayments. They offer some opportunity to explore 
deeper cryptographic options for Internet-based transactions and they may offer op- 
portunities to serve more effectively the under-banked and those who are truly po- 
litically repressed. 

Risks 

While the opportunities noted above have piqued the interest of the financial serv- 
ices industry in digital currencies, we also have to recognize a plethora of potential 
risks. 

First, digital currencies pose significant market risk. Without government funding 
or support, digital currencies may be subject to extreme market volatility. The par- 
ticipants in the market itself have to decide the worth of each currency. Given the 
immaturity of the market, slight changes in the market can produce significant 
swings in value. In addition, the value of items purchased could change drastically 
and there would not be a single arbitrator to provide final decisions as to the value 
of the currency. Bitcoin is the best example of market volatility. Since its creation 
4 years ago, the market has gone through several significant swings in value, in- 
cluding in 2011 when the value fell 90 percent from $30 to $3. Recently, its value 
took a steep dive again when the use of bitcoins was associated with the alleged 
operations of the drug ring known as “Silk Road.” While its value has bounced back, 
broad swings in value create significant risk to both holders of the currency and to 
merchants and others who accept the currency as payment. With an established cur- 
rency, merchants can generally be assured that the payment they receive will be 
of equal value to the service or merchandise purchased. With a currency that can 
fluctuate wildly, there is significantly more risk and little to no recourse for the 
merchant if the payment currency’s value falls significantly. If the transaction hap- 
pens to he international, the payment settlement methods used with established 
currencies do not apply. If, for example, one makes a purchase with a credit card 
issued in the United States from a UK-based merchant, the payment infrastructure 
will convert the purchase price from British pounds to U.S. dollars at a market rate 
and post that amount to the purchaser’s account. The infrastructure to support this 
type of conversion is only in its infancy with the digital currency world. As well, 
we simply do not yet have enough experience to know if these currencies will even 
continue to exist. Many factors including broader acceptability will influence wheth- 
er we see an increase or collapse in value of these currencies. 

On the consumer side, the use of these currencies and the infrastructure exchange 
mechanisms they utilize are currently subject to few of the consumer protections we 
have come to expect in the traditional world of currency and payments. In addition, 
since these currencies do not carry clear and effective disclosures, even the most so- 
phisticated consumers are unlikely to be aware of and understand the risks associ- 
ated with them. 

At this point, in the United States, the Financial Crimes Enforcement Network 
(FinCEN) has taken the regulatory lead hy creating its formal statement on digital 
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currencies. This March 2013 guidance clarified the responsibilities of participants in 
the digital currency marketplace to register as money services businesses and 
money transmitters. Given the decentralized approach of the currencies, this re- 
quires registration by many individuals who previously did not consider themselves 
part of this network. Beyond this March guidance of FinCEN, digital currency pro- 
viders have virtually no existing regulatory oversight. This is even more meaningful 
for currency providers and users operating outside regulated countries. Without reg- 
ulations, these digital currencies are not providing appropriate consumer protections 
to ensure individuals understand the risks much less are protected in ways we now 
take for granted. As examples: 

• If the value in an individual’s digital currency account is fraudulently stolen, 
the victim has no recourse to recover the funds. In fact, within the last 2 
months there have been multiple reports of Bitcoin currency disappearances 
from various Bitcoin trading platforms. Some allegedly involved hacks into 
Bitcoin repositories. At least one allegedly involved the creation of an “unli- 
censed” repository into which Bitcoin owners deposited their funds only to have 
the repository suddenly disappear. In none of these cases is it expected that the 
owners will recover a single bitcoin. Contrast that to the recourse available to 
a consumer who is a bank customer. If funds are fraudulently taken from the 
consumer’s deposit account, the bank will make that customer whole. If an en- 
tire institution that is an FDIC-insured depository institution were to fail due 
to a major cyber-attack, consumers would generally be afforded protections that 
would allow them to recover a significant balance of their deposit accounts. 

• If a consumer’s digital currency account were used to make an unauthorized 
payment, laws that limit the amount of consumer financial responsibility and 
require investigation by the financial institution holding the consumer’s trans- 
action or credit card would not apply. The consumer would simply lose the 
value of the fraudulent payment. 

• While there is an emerging trend in the regulatory community, led by FinCEN 
at the Federal level, to consider the classification of certain parties in the dig- 
ital currency world as money transmitters, laws and regulations that apply to 
funds transfers occurring through traditional financial institutions currently 
have little relevance in the digital currency world. There is no method for attri- 
tion or preemptively stopping the transfer of digital currency funds. 

These types of fraud protections provided by the financial services industry have 
developed into an essential part of overall consumer protection. Without some level 
of parity, today’s digital currency consumers are essentially unprotected. 

It is important to note however, that while the digital currency market seems ripe 
for further oversight and regulation, the act of regulating it, in and of itself, adds 
legitimacy to the market. 

Another risk related to digital currencies involves the fact that most digital cur- 
rencies are stored in digital wallets that are associated with personal computers or 
devices. Once these devices are compromised, there are no additional ways for the 
consumer to access their funds. In addition to the fraud risks noted above, there 
have been several recent cases of hacks on digital wallets that hold digital cur- 
rencies. These hacks use similar techniques to traditional hacking efforts we have 
seen in the financial services industry. For example, phishing techniques are used 
to gain access to a user’s information needed for authentication. 

It is important to recognize too that while FinCEN has taken some action and 
others at the Federal and State levels are considering regulatory actions, currently 
none of the digital currency operators or infrastructure providers are subject to the 
intense level of regulatory oversight applied to regulated and chartered financial 
providers. They are not subject to any required regulatory standards regarding, for 
example, cyber security and data breach notification requirements that grew out of 
the Gramm-Leach-Bliley Act. They are not subject to the regulatory and best prac- 
tices guidance issued by the Federal Financial Institutions Examination Council and 
its member agencies that they have developed over the last 20 years. Likewise, they 
are not subject to independent examination of their controls environments by any 
regulatory authority. Because digital currency transactions typically occur within 
privately operated, unregulated networks, financial and security risk determination 
and mitigation is left up to the currency or infrastructure provider. 

In addition, while many digital currencies tout that they are anonymous, they rely 
on a unique identifier for each account. Through analysis of transactions or con- 
firmation by an individual, these identifiers could be connected with an individual. 
Given that digital currencies rely on a public ledger, the individual’s transaction 
could become knowledgeable to individuals who have been identified. 
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Earlier I noted in the “Opportunities” section the ability for individuals to provide 
funds to legitimate organizations that their native country might inappropriately 
ban. This can also work in the reverse. Using digital currencies, individuals may 
also be able to donate to illegal organizations that would otherwise be legitimately 
banned by one or more governments. The ability for governments to ban payments 
to sites, for example, is a useful technique in thwarting illegal activity and terrorist 
funding. 

Allowing digital currencies, particularly ones that by design are intended to pro- 
vide full anonymity to the currency holders, has also invited their use for illicit ac- 
tivities. In fact, some recent studies suggest that the anonymous nature of digital 
currencies has made them a haven for illegal activity. The most notable recent ex- 
ample is the FBI case that resulted in the take down of Silk Road — an operation 
that allegedly was used to anonymously buy or sell illegal drugs, offer guns and as- 
sassins for sale, and provide tutorials on hacking ATM machines. The operation was 
completely reliant on digital currency for transactions. When this site was taken 
down, law enforcement had numerous challenges in seizing the funds of the site and 
those of Silk Road’s alleged operators and customers. 

The digital currency environment is also being used as a new way to launder 
money. A recent major example would be the situation involving the May 2013 in- 
dictment of Liberty Reserve. Liberty Reserve was a global currency exchange that 
allegedly ran a $6 billion money-laundering operation online ostensibly serving as 
an exchange for criminals engaged in various illegal activities. According to the 
prosecutors who presented the charges. Liberty Reserve was responsible for laun- 
dering billions of dollars, conducting 55 million transactions that involved millions 
of customers around the world, including about 200,000 in the United States. It is 
also important to note that all a user need to do to use the system was to provide 
a name, address and date of birth. However, unlike the Know Your Customer re- 
quirements that apply to traditional financial institutions. Liberty Reserve, being 
unregulated and incorporated outside the United States, was not required to vali- 
date customers’ identities. As the indictment stated, “Accounts could therefore be 
opened easily using fictitious or anonymous identities.” 

While the Silk Road and Liberty Reserve situations serve as examples, the point 
here is that digital currencies are being used to assist a broad array of criminal ac- 
tivities including illegal drug sales, stolen identities, child pornography, prostitution, 
human trafficking, and illegal weapons sales. It is also being used as a favorite of 
cyber criminals to pay for services such as developing and distributing malicious 
software to the movement of stolen funds resulting from account take overs. 

One additional consideration is the level of clarity that currently exists regarding 
how virtual currencies will be treated within the tax code and whether virtual cur- 
rencies offer an ability to evade taxes. In May 2013, the U.S. Government Account- 
ability Office issued a report to the U.S. Senate’s Committee on Finance entitled, 
“Virtual Economies and Currencies, Additional IRS Guidance Could Reduce Teix 
Compliance Risks.” The report suggests that the IRS should determine and subse- 
quently address the need for additional teix guidance and additional teixpayer edu- 
cation. The lack of regulatory oversight, the risks to consumers and the market 
risks associated with digital currency provide a continuing challenge to its overall 
legitimacy, usage and endorsement by the financial services industry. 

Conclusion 

In conclusion, there is no denying that the use of digital currencies will continue 
to evolve. Consequently, we will continue to discuss that growth and the associated 
opportunities and risks. As with the Internet and electronic commerce in general, 
we have seen innovations grow from early concepts where the risks outweighed the 
advantages to, over time, becoming an accepted norm. For now, I would opine we 
are not yet there with digital currencies. They do provide opportunities — or more ac- 
curately perhaps suggest areas of opportunity, but we will need to address the 
threats to consumers and society, the need for appropriate regulation and the effec- 
tiveness of risk mitigations. As the discussion continues, we would be happy to con- 
tinue to participate, particularly where it would be advantaged by public-private col- 
laborations such as through the Federal Reserve Banks study of the future of the 
payments system. 

"rhank you for your invitation to testify to the Subcommittees this afternoon. We 
look forward to continuing to work with you relative to this emerging technology. 
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Chairman Merkley and Chairman Warner, Ranking Members Heller and Kirk, 
and Honorable Members of the Subcommittees on Economic Policy and National Se- 
curity and International Trade and Finance, I am honored to be here with you today 
to discuss virtual currencies. 

Monitoring the developments in virtual currencies and taking a responsible ap- 
proach to their regulation reflects their growing presence in domestic and inter- 
national transactions. Recent negative publicity associated with law enforcement ac- 
tion against Silk Road and reports of the disappearance of bitcoin exchanges in 
China and the Czech Republic raises important public policy concerns. 

Part I: Recommendations and a Roadmap to the Balance of This Testimony 

The Committee has invited testimony on a variety of subjects that I have ad- 
dressed in this prepared statement. I have a number of recommendations that per- 
tain to the Committee’s question. 

My recommendations include: 

1. Retain the current division of regulation between the States and Federal Gov- 
ernment — with prudential regulation of the nondepository providers of new 
payments systems with the States and retaining the anti-money-laundering, 
anti-terrorism and economic sanctions regulations with the Federal Govern- 
ment. 

2. Make providers of virtual currencies comply with the customer-identification 
program and AML compliance program requirements of Sections 326 and 352 
of the USA PATRIOT Act, and with the economic sanctions regulations en- 
forced by OFAC, just as other payments systems providers do. Virtual currency 
customers will have to reveal their identities to issuers of the currencies they 
use. As a corollary, customers should get the same Federal financial privacy 
rights that users of other payments products have under the Right to Financial 
Privacy Act of 1978 and Title V of the Gramm-Leach-Bliley Act. 

3. Encourage FinCEN to clarify the manner in which customer-identification and 
AML compliance requirements apply to virtual currencies. This is needed to 
help banks ensure that they can do business with providers and users of vir- 
tual currencies and other payments innovators. Second-stage innovations from 
distributed computing and database technologies could offer benefits to pay- 
ments and commerce far beyond those that virtual currencies now offer. If 
banks cannot determine how to comply with FinCEN regulations, for example, 
they may continue to terminate their relationships with payments innovators 
before the innovators can attract investors and users to make it to the second- 
stage technologies their current work may generate. 

4. Encourage payments systems innovators to adopt and publicize transparent 
payment systems rules for their own systems and even to compete for cus- 
tomers on the basis of the system rules they adopt. It is too early to enact user 
protections for virtual currencies. 

5. Ignore the claims that 

a. additional regulation of virtual currencies will halt innovations, 

b. innovators deserve freedom from regulations that apply to other payments 
systems and their providers, and 

c. virtual currencies deserve a single Federal licensure system that preempts 
State prudential regulation and licensure. 

6. Monitor the development of virtual currency providers in case they transform 
their products into commodities or securities and, if this happens, then decide 
whether regulating their products under the applicable regulations makes 
more sense. 

7. Leave room for nondepository and depository providers of payments products 
to innovate in the virtual currency space. 

8. Authorize and fund a study of virtual currencies to be carried out by the Fed- 
eral Reserve Board or pursuant to the Federal Advisory Committees Act by an 
inter-agency task force and industry participants. 

The balance of this statement begins in Part II with a brief history of “legal ten- 
der” and the regulation of payments products in the United States. Part III dis- 
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cusses my recommendations in some greater detail. Part IV responds to questions 
posed in the Committee’s invitation to testify. 

Part II: A Short History of “Legal Tender” and Governments’ Roles in Establishing 
it and its Value 

The emergence of a large digital “currency” unconnected to a sovereign threatens 
a sovereign right recognized back to Renaissance times. In one of the earliest court 
decisions involving “legal tender” — the 1605 decision in Britain of The Case of Mixed 
Money ^ in which the House of Lords observed that the regulation of currency was 
a sovereign right and declaring the sovereign’s right to declare “legal tender” by de- 
cree, the affixing of the sovereign’s stamp, and to decision of the value of increments 
of currency — and later to change its mind about valuation. “The prince, the stamp, 
and the value” became from that point forward hallmarks of what could pass as 
“legal tender” that participants in trade transactions were required by the sovereign 
to take from others in satisfaction of obligations (trade or debt) they undertook. Pro- 
ponents of virtual currencies often seek to end sovereign “monopolies” over legal 
tender, fiat currencies. 

Contributing to the history of sovereign, stamps, and values was the rambunc- 
tious, highly problematic period in the United States in the pre-Civil War 19th Cen- 
tury in which “wild cat” banks operated. Banks issued paper notes — a form of what 
economists call fiat currencies — As opposed to coins or other “specie.” Persons who 
took paper “bank notes” encountered significant problems with redeeming the value 
that the notes were supposed to represent.^ They either encountered long waits 
while the notes moved for collection from banks near them to distant issuers of 
these notes, additional long periods while the issuing bank assembled enough funds 
to pay them off, or were forced to take huge discounts from local depositary banks 
against the prospect of these long waits or insolvency when the notes were eventu- 
ally presented for payment to their issuing banks. “Wild cat banking” was cited as 
a cause of regional recessions and of decades of financial instability on the parts of 
businesses and individuals who had no other providers of financial intermediation 
services close enough to their homes. 

The problems associated with wild cat banks and the pressures of sustaining the 
Federal effort during the Civil War led Congress to create a national paper currency 
and national banks in the 1860s. ^ Eventually, the need for financial stability, in- 


^The Case of Mixed Money in Ireland, Trin. 2 Janies 1. AD 1605 [Davies’ Reports]. A key sen- 
tence from the opinion in that case proclaimed: “that it appertaineth only to the Kng of Eng- 
land, to make or coin money within his dominions. [2 Ro. ab. 166. 1 Co. 146, 5 Co. 114. 1 
H.H.P.C. 188.1” The court also announced its conviction that there were three attributes of 
“money” and “legal tender” that distinguished them: the price, the stamp, and the value. Id. 

^See Marine Bank v. Fulton Bank, 69 U.S. (2 Wall.) 252 (1864) (upholding the depositor’s 
right to the sum owed on bank notes by its bank, rather than the lower value prevailing for 
Illinois notes of the time, which had decreased by 50 percent in value during the year that col- 
lection took). “Wildcat banks” did not have reserves sufficient to back their issues. Lissa L. 
Broome & Jerry W. Markham, Regulation of Bank Financial Service Activities 17 (Thomson 
Reuters, 2011). 

^The Stamp Payments Act of 1862, 12 Stat. 592; Rev. Stat. 711, sect. 3583 (prohibiting cir- 
culation of bank notes worth less than one dollar); National Currency Act of 1863, ch. 58, 12 
Stat. 665 (Feb. 25, 1863) (authorizing the chartering of national banks); and the National Bank 
Act of 1864, act June 3, 1864, ch. 106, 13 Stat. 99, as amended (superceding the National Cur- 
rency Act). The goal of these collective National Banking Acts 

. . . was to create a uniform national currency. Rather than have several hundred, or sev- 
eral thousand, forms of currency circulating in the States, conducting transactions could be 
greatly simplified if there were a uniform currency. To achieve this all national banks were re- 
quired to accept at par the banknotes of other national banks. This insured that national bank- 
notes would not suffer from the same discounting problem with which State banknotes were af- 
flicted. In addition, all national banknotes were printed by the Comptroller of the Currency on 
behalf of the national banks to guarantee standardization in appearance and quality. This re- 
duced the possibility of counterfeiting, an understandable wartime concern. 

American History from Revolution to Reconstruction and Beyond, http:! ! www.let.rug.nl ! usa ! 
essays I general I a-brief-history-of-central-banking I national-banking-acts-of-1863-and-1864.php 
(last visited Nov. 17, 2013). Problems of counterfeit or altered notes caused the creation of John 
Thompson’s Bank Note Detector, a precursor of the listing of counterfeit and altered notes 
issued routinely by the Office of the Comptroller of the Currency and Federal Deposit Insurance 
Corporation today. The national currency was commodity currency backed by specie {e.g., gold 
certificates) in place of “greenbacks.” Eventually, as the Members know, the United States re- 
placed commodity currency with fiat currency in the form of Federal Reserve Notes. Proponents 
of virtual currencies and other followers of the Austrian School of Economics distrust fiat cur- 
rencies for their roles in business cycles and consequences of monetary interventions reasons 
as explained well in the European Central Bank’s 2012 report on Virtual Currency Schemes, 
virtualcurrencyschemes201210en.pdf at 21. The Austrian School economists also prefer the “de- 
nationalization” of currency, effectively an end to governments’ monopoly on the issuance of 
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eluding stable prices, and sound monetary policy was so great as to cause Congress 
to establish the Federal Reserve System. Federal authority in this arena has re- 
mained in place since that time — through various “gold standard” debates, the cre- 
ation of the Bretton Woods’ Agreement that established the current international 
monetary systems in the 1940s, and to the present. The Federal Government has 
the sole power to issue “legal tender.”'^ 

All of our principal trading partners also operate in national systems in which a 
single. State-specified currency constitutes “legal tender” for all transactions. There 
is little literature on the attitudes of our principal trading partners about “virtual 
currencies” — with the exception of coverage of Canada’s development and plan to 
issue as “legal tender” forms of “digital currencies known as “MintChips,”® and the 
European Central Bank’s 2012 report on Virtual Currency Schemes.^ Canada’s 
“Mint Chip” experiment reveals no intention of abandoning the principles set forth 
in The Case of Mixed Money in 1605: the prince, the stamp, and the value will con- 
tinue to be the province of the sovereign. The ECB’s report, as one would expect, 
also favors a continuing role for central hanks and sovereign currencies. 

But, just because “legal tender” exists as a fact in most developed nations, it does 
not follow that individuals or businesses cannot agree to take barter or nonlegal ten- 
der in exchange for goods and services. It just dramatically increases some, pri- 
marily legal risks in those transactions, much as we saw with “wild cat” banking 
in the pre-Civil War period here, and in the disappearance of bitcoin exchanges in 
China and also the Czech Republic. In these cases, the risk of engaging in virtual 
currency transactions currently falls entirely on users. 

We must recognize that some individuals and, apparently, an increasing number 
of businesses, see value in using forms of “virtual currencies” to complete their own 
transactions.'^ Can we prevent them from doing so? Probably not. Should the United 
States step up their regulatory efforts in this arena? My answer is not yet, and not 
until such time as stronger evidence suggests problems exist with these currencies 
that contribute to financial instabilities, or otherwise enable issuers or inter- 
mediaries to commit fraud on users or complicate monetary or other important pub- 
lic policies. 

Part III: Discussion of Recommendations 

Recommendation 1: Retain the current division of regulation between the 
States and Federal Government — with prudential regulation of the nondepository 
providers of new payments systems with the States and retaining the anti-money- 
laundering, anti-terrorism and economic sanctions regulations with the Federal Gov- 
ernment. 

The current balance between State and Federal regulation affords more opportu- 
nities to follow developments in this area with lots of eyes on these innovations, en- 
sure AML and economic sanctions goals are met, and allow room for innovation of 
these intriguing technologies that a comprehensive Federal licensure and super- 
vision scheme might not allow as well. Furthermore, having prudential regulation 
should contribute to the confidence among users — whether consumers or busi- 
nesses — that their stored value is safe and that their transactions will be executed 
as expected. 

The split between prudential money transmission regulation by the States, and 
anti-money laundering and economic sanctions/ anti-terrorism regulations by the 
Department of the Treasury reflects a robust regulatory, supervision and examina- 
tion scheme for virtual currency transactions with much room on the prudential side 
of State regulation to promote product innovation without sacrificing important pro- 
tections for users or, on the Federal side, anti-money laundering (AML) or economic 
sanctions goals. 


money. Id. These economists criticize fractional-reserve banking systems like ours, and urge the 
re-adoption of the gold standard. Id. Broome & Markham also note that as “electronic money” 
came into the market in the 1990s, commentators considered The Stamp Payments Act to bar 
its issuance in the Nation. Supra, note 1 at 19. 

Congress’ authority was upheld in a series of decisions including United States v. Van 
Auken, 96 U.S. (6 Otto) 366 (1977); Legal Tender Cases, Know v. Lee & Parker v. Davis, 79 
U.S. (12 Wall.) 457 (1870); Veazie Bank v. Fenno, 75 U.S. (8 Wall.) 533 (1869). The Federal 
Government’s authority thus preempts the issuance by States such as Virginia of competing cur- 
rencies, as the Virginia Legislature proposed to do in the past year. 

® Canada’s plans have revolved around a State-created digital “currency” that they call “Mint 
Chips.” For more information on the status of this development, see John Greenwood, Canadian 
Mint ready to test its own digital money project, Fin. Post (Canada) (Sept. 19. 2013). 

® Available at virtualcurrencyschemes201210en.pdf (last visited Nov. 17, 2013). (The ISBN for 
this report is 9778-92-899-0862-7 (online).) 

Media reports cite reasons such as avoiding the expense of exchange of currencies and other 
transaction costs associated with use of debit or credit cards, or even checks. 
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Some advocate for a single, Federal scheme of licensure and regulation of virtual 
currencies and their providers. The proponents of this view should be careful what 
they wish for: they could find themselves unable to qualify for a Federal license as 
the efforts of certain retailers to obtain approval from the Federal Deposit Insurance 
Corporation for their industrial loan operations (even after they had obtained a 
State ILC charter) or national bank or Federal savings and loan charters. These 
Federal approvals are also expensive and time-consuming processes with consider- 
able discretion left to regulators to reject applicants. It is not clear to me that early 
applicants will enjoy the relief from 50-State regulation that they seem to expect. 

Some individuals will not adopt payment methods they do not understand and 
whose rules of the road are not transparent. Thus, we should appreciate the long- 
standing role the States have played in innovating regulations that have encouraged 
users to adopt new payments methods. The work of the Uniform Law Commissioners 
and American Law Institute, begun more than 65 years ago, created the uniform 
and predictable provisions of the Uniform Commercial Code (UCC) that State Legis- 
latures enacted. The UCC’s predominance in payments regulation is now com- 
plemented by payments systems rules and bilateral agreements, including those 
that govern transactions that the UCC does not address, as well as limited Federal 
laws and regulations. Federal regulations also may prompt faster user adoptions of 
new technologies, as many believe the Fair Credit Billing Act (FCBA) and the Elec- 
tronic Fund Transfers Act (EFTA) did in the late 1960s and 1970s, respectively, 
even though the EFTA has been criticized for chilling certain ATM developments. 

Recommendation 2: Make providers of virtual currencies comply with the 
customer-identification program and AML compliance program requirements of Sec- 
tions 326 and 352 of the USA PATRIOT Act, and with the economic sanctions regu- 
lations enforced by OFAC, just as other payments systems providers do. Virtual cur- 
rency customers will have to reveal their identities to issuers or transaction inter- 
mediaries of the currencies they use. They should get the same Federal financial 
privacy rights that users of other payments products have under the Right to Finan- 
cial Privacy Act of 1978 and Title V of the Gramm-Leach-Bliley Act. 

My concern is that disintermediation of payments — the separation of payment 
flows from the comprehensive recordkeeping and retention requirements applicable 
to payments that eventually flow through the banking system — makes it more dif- 
ficult to determine the identities of senders and recipients of payments. This may 
contribute to the efficacy of the “layering” stage of money laundering, the passage 
of the funds or credits through so many hands that the identities of payments par- 
ticipants is obscured. This is an important concern for anti-money-laundering, anti- 
terrorism, anti-proliferation, and anti-tax-avoidance purposes. 

Recommendation 3: Encourage FinCEN to clarify the manner in which cus- 
tomer-identification and AML compliance requirements apply to virtual currencies 
to a greater degree if that is needed to stop banks from discontinuing their business 
relationships with virtual currency providers and other payments innovators. If 
banks cannot determine how to comply with FinCEN regulations, for example, they 
will cutoff payments innovators before the innovators can attract investors and 
users to make it to the second-stage distributed computing and database tech- 
nologies their current work may generate. 

Depository institutions deserve the clearest guidance on how customer-identifica- 
tion and AML compliance requirements apply to virtual currencies. This is one of 
the few ways in which we can stop the recent spate of terminations of banking rela- 
tionships with providers of virtual currencies — colloquially called “bank discontinu- 
ance.” 

Without the clearest possible guidance available for banks and investors, we are 
likely to experience a domestic decline in innovations and the potential loss of devel- 
opment of future associated uses of the distributed computing and database tech- 
nologies such as for tracking tangible goods transactions or even in tracking and 
trading intangibles such as electronic mortgages and other evidences of equity or 
debt. Moreover, if bitcoins or other virtual currencies prove to garner even more 
widespread international adoptions, the United States will want to have a share of 
the productive research and applications capacity in the United States and may re- 
gret actions that send it offshore.® This would be even more important if distributed 


®For a valuable discussion of the regulation of virtual currencies from the perspective of the 
European Central Bank, see Virtual Currency Schemes, supra note 6. This study does not accu- 
rately reflect current state of regulation of virtual currencies in the United States in two re- 
spects. First, it ignores the presence of State prudential regulation of “money transmitters.” 
Also, it fails to reflect the fact that widely used payments systems here have already moved 
away from reliance on “payments laws” and toward system rules and bilateral agreements for 
processing payments. These system rules and bilateral agreements often augment laws that oth- 



55 


technologies developing in the next 5 years that would not suffer the perceived dis- 
advantages of hitcoins today were to emerge. 

On the other hand, we should not condone the virtual currency systems that mar- 
ket the anonymity of their users or claim immunity from otherwise applicable com- 
pliance responsibilities in the name of “innovation.” If proponents of virtual cur- 
rencies want access to profits for transactions in the United States, they should be 
prepared to comply with applicable laws, and, in specific, they should obtain suffi- 
cient information from customers to enable them to respond to properly authorized 
requests for access from Federal or State regulators and law enforcement agencies. 

A corollary of this recommendation involves providing financial privacy rights to 
users of virtual payments systems equal to those provided to users of more tradi- 
tional pa 3 Tnent systems. In the United States, two functionally different, Federal fi- 
nancial privacy statutes should govern virtual currency transactions — the Right to 
Financial Privacy Act of 1978, which governs access to account and transaction in- 
formation of individuals and businesses by the Federal Government, and Title V 
(Privacy) of the Gramm-Leach-Bliley Financial Services Act of 1999, which governs 
how providers of consumer financial products and services may use and share the 
nonpublic, personally identifiable information they hold, including with their func- 
tional or prudential regulators and with Federal, State, and local law enforcement 
agencies. It is unclear that participants in virtual currency systems are enjoying 
these rights today. As banks increasingly buy providers of digital currencies to de- 
velop their own products, it is even clearer that customers should enjoy the same 
financial privacy protections, including due process rights, however limited they 
may be with border seizures and other Title 18 forfeiture provisions. 

Recommendation 4: Encourage payments systems innovators to adopt and 
publicize payment systems rules for their own systems and even to compete for cus- 
tomers on the basis of the system rules they adopt. 

Whenever a consumer or business prepares to make or receive a payment it will 
want to have certainty that: 

• the payment is authorized by the person from whose funds or credits the pay- 
ment will be made, 

• the person has sufficient funds or credits for the payment processor to deliver 
those funds on time to the payee/ recipient so that the payee/ recipient will re- 
ceive “goods funds” instantly or in a reasonable period of time, 

• the payment is made to the proper payee and in the timeframe specified or ex- 
pected by the person whose funds or credits are being used or consistently with 
any applicable contract between the obligor and payee, 

• the payment, from the obligee’s perspective, will become final at a specified time 
or after a specified interval and, from the obligor’s perspective, that it will dis- 
charge the underlying obligation to pay for goods or services or to retire a debt, 
and 

• the payment has integrity — that is, the named payee/ recipient has not been al- 
tered, the amount has not been lowered or raised, or the funds will not be held 
up unreasonably in transit. 

These are “regulatory” or system rule qualities that will allow the provider to main- 
tain users’ trust. 

Additionally, every person or business that stores funds or other value with a 
bank or broker — or in this case with the issuer, exchange or other provider/ partici- 
pant in a virtual currency transaction — wants suitable assurances that they can 
redeem/ retrieve their funds or value when they want to do so. This issue surfaced 
with hitcoins when the Federal Government froze some bank accounts belonging to 
the Mt. Gox Exchange and the Exchange was unable to pay holders of hitcoins when 
they sought to redeem value stored in Bitcoins. Other issues related to value storage 
include whether any form of insurance against the insolvency of the issuer or ex- 
change is available to protect those who deposit value or otherwise hold accounts 
that they have reasonable expectations to redeem on little or no notice, or even on 
predictable terms. 


erwise apply to the underlying form of payment being used, but in other cases they provide uni- 
formity and certainty to forms of payments that neither Federal or State laws comprehensively 
govern (credit cards, electronic fund transfers, and certain aspects of payroll cards, for example). 

The Bank’s report mentions a case in which French “banks shut down the currency exchange 
facility for accounts handling [bitcoins], on the presumption that Bitcoin should conform to elec- 
tronic money regulations. Id. at 43, citing Finextra: http:! / 

www.fin£xtra.comnews.fuUstory.aspx?newscemid=22921. 
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Some virtual currencies have attracted negative publicity, including recent pub- 
licity about the disappearance of a Bitcoin exchange based in China with $4.1 mil- 
lion of value that belonged to others. This type of negative publicity stands in the 
way of broader adoption of virtual currencies. 

Prudential regulation and transparent system operating rules should help legiti- 
mate businesses offering virtual currencies attract more customers — assuming we 
have no reason today to fear competition for legal tender from current-day virtual 
currencies. 

I encourage virtual currency issuers to create payment systems rules for their own 
systems and harbor some hope that issuers will compete to offer system rules that 
match the needs of the individuals and businesses who participate. Payment sys- 
tems rules often precede full government regulations by long periods of time. Exam- 
ples include traveler’s cheques and bank wire transfers, and more recently auto- 
mated clearing house transactions governed by the National Automated Clearing 
House Association and electronic checking processing systems that use ECCHO Op- 
erating Rules. New payments methodologies regulated too soon often do not receive 
the same levels of innovations. The primary example I can cite was based on a re- 
port by the Board of Governors of the Federal Reserve System following the enact- 
ment and implementation of the Electronic Fund Transfers Act in the late 1970s. 
The alternative to provider-created system rules may be more government regula- 
tion. This gives providers a choice between self-regulation for these specific cus- 
tomer protection purposes or more government regulation. I imagine they will give 
self-regulation careful consideration. 

Payments systems that have not established transparent and uniform system 
rules normally suffer a worse fate: so few individuals or businesses will use them 
that they wither for lack of investors and of income. This happened to some extent 
in the United States to early offerors of “electronic money,” including Mondex and 
Digicash, despite talented senior management and significant investments. Con- 
sumers did not adopt them so merchants did not adopt them — in part because nei- 
ther group was certain of their rights if they adopted them. 

Recommendation 5: Ignore the claims that any regulation of virtual cur- 
rencies will halt innovations or that innovators deserve freedom from regulations 
that apply to other payments systems and their providers, and their wishes for a 
single Federal licensure system. 

I urge Members to resist the “we’re new so don’t regulate us at all” arguments 
that you’ve heard since the advent of electronic commerce. Payments are pa 3 ments 
and stored value is value storage. The “don’t reflate us or you will stifle innova- 
tion” arguments did not persuade many as digital money, prepaid cards, payroll 
cards and other new products appeared in markets and they offer no reason to 
abandon existing prudential regulation now. 

There also is no reason to reward “innovators” with freedom from regulations with 
which their “real world” competitors must comply. That would provide anti-competi- 
tive advantages to certain new entrants for which no justification appears. 

Recommendation 6: Monitor the development of virtual currency providers 
in case they transform their products into commodities or securities and, if this hap- 
pens, then decide whether regulating their products under the applicable regula- 
tions makes more sense. 

Bitcoins’ values have been highly volatile over the past year. This volatility looks 
like price volatility associated with commodities and securities; bitcoin prices seem- 
ingly move separately from the values of the world’s major currencies. If other vir- 
tual currencies demonstrate this market freedom from legal tender currencies, this 
may be the signal that a reconsideration of type of regulation to be applied from 
regulation as payment systems to regulation as commodities or securities. 

Recommendation 7: Leave room for nondepository and depository providers 
of payments products to innovate in the virtual currency space. 

It is important not to rush new laws or regulations following negative publicity 
from a new technology when existing laws regulate issuers prudentially and clarity 
in enforcement of AML regulations can allow some space for innovators in the vir- 
tual currency space. I was delighted to read last week that the New York State De- 
partment of Financial Services was considering offering a BitLicense. Careful devel- 
opment of licensure standards will help develop stable payments products. As I have 
mentioned, virtual currency technologies can produce secondary, distributed com- 
puting and database applications that could yield enormous benefits to domestic and 
cross-border commerce. 

Recommendation 8: Ask for a study of virtual currencies to be carried out 
by the Federal Reserve Board or the Department of the Treasury or fund a study 
pursuant to the Federal Advisory Committees Act by an inter-agency task force and 
industry participants. 
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The Subcommittees sponsoring today’s hearing should ask for a study by the 
Board of Governors of the Federal Reserve System or the Department of the Treas- 
ury of virtual currencies, the potential for innovations and efficiencies they may 
offer more broadly, and the kinds of risks — to price stability, financial stability, pay- 
ment system stability, reputational risks and for users — identified in an October 
2012 report by the European Central Bank entitled “Virtual Currency Schemes.”® 

Another option is for Congress to authorize and separately fund an inter-agency 
working group to produce a study of how the various Federal agencies involved in 
payments, regulating of banking, commodities, securities and law enforcement. 

Regardless of which agency leads the study, the work should be organized under 
the Federal Advisory Committees Act so that all industry segments can be included. 

Part IV: Responses to Other Questions Posed by the Committee 

A. Issues implicated in cross-border payments and cross-border trade and finance 

Monetary policy is one of the concerns cited by the European Central Bank in its 

2012 report on Virtual Currency Schemes. But that report did not discuss enforce- 
ment of collateralized debt obligations. 

Virtual currency transactions could render finance transactions nontransparent so 
that current and potential providers of financing might not be able to ascertain their 
relative priorities to assets that underlie those trade transactions. The United 
States will want to follow closely developments that frustrate creditors’ claims to in- 
ventory or other assets if the obligor fails to complete pa 3 Tnents for goods that it 
has purchased here or abroad. 

The trend away from bank-issued letters of credit to supply chain financing not 
involving banks — indeed including financing provided by logistics suppliers — has not 
yet degraded the ability of sellers, buyers or their financers to monitor cross-border 
trade transactions. This may be because logistics suppliers of supply chain finance 
enjoy hard-earned reputations as honest participants delivering the goods they carry 
and collecting payments if required on behalf of senders. But the potential for trade 
finance disruption still exists. 

B. Possible regulatory models for providers of payments products and systems 

In addition to the current State prudential regulation of virtual currency pro- 
viders and to Treasury’s comprehensive registration, AML and economic sanctions 
regulations applicable to money services businesses, we have a number of potential 
models for regulating, requiring registration or supervising and examining providers 
of virtual currencies. I mention these more for future purposes than for any need 
I perceive at this point, but the eventual use of alternative regulatory models de- 
pends in large measure on how the products offered as “virtual currencies” work in 
fact. 

For example. State prudential regulation of money transmitters is framed to en- 
sure that competent transaction execution. Those who take funds from one person 
with a promise to deliver them to a second person need to have the capacity to do 
just what they promise — to pay in the manner, in the time, and to the person that 
the first person instructed them to pay. 

Prudential regulation by States establishes qualifications for providers — deposi- 
tory and nondepository providers they license to do business with their own resi- 
dents, and establishes a system of reserves or bonds or both so that funds will be 
available to complete transactions on those persons’ parts, State licensing and 
bonding requirements are cited by many entrepreneurs as a reason why virtual cur- 
rencies are not attracting the widespread uses and investor funding that entre- 
preneurs seek. However, without these State requirements, the prospect of value 
disappearing — as it apparently has with the disappearance of the bitcoin exchange 
in China — likely would rise and injure users of these products. 

State prudential regulation began in the late 18th Century when Massachusetts 
and New Hampshire prohibited unincorporated banks from operating.ii New York 
State followed them with its prohibition in 1804. Some States banned banking — pe- 
riod. These included Texas until 1904, and Iowa, Arkansas, Oregon and California 
before the Civil War. State laws also established “safety deposit” systems and have 
regulated them. Items in safety deposit boxes are not immune from asset freeze or- 


^ Supra, note 6. For more information about this report, see supra, note 8. 

i®This system has features of fractional reserves that our banking system depends on, as well 
as of bonding or comparable requirements to ensure completion of transactions in the event of 
provider failure. The Board of Governors of the Federal Reserve System also establishes reserve 
requirements for depository institutions on an annual basis, in Regulation D. 

For a brief discussion of this period in bank and payments regulation in the United States, 
see Broome & Markham, supra, note 2 at 1-28. 
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ders issued by courts, or seizure by the IRS. States have been regulating money 
transmitters since the advent of the telegraph. 

The regulation of safe-storage systems is even more ancient, beginning with the 
Knights Templar and Vatican as lenders in the pre- and early-Renaissance periods, 
and with the Silver Vaults in London and lenders in Belgium, the Netherlands, and 
Florence whose services contributed to the early Renaissance flows of commerce and 
modern trade. I mention safety deposit systems because of the similarities they 
have, and that their predecessors had, to products such as e-Gold, and even hitcoins. 
Some of these contemporary products are more like commodities to be bartered than 
they are true “currencies.”i2 

Alternative regulatory schemes for virtual currencies include commodities and se- 
curities regulation. The securities model offers advantages such as registration and 
requirements for disclosing material events that may affect the value of the security 
or the health of its issuer. 

One reason to consider commodities or securities regulatory schemes for virtual 
currencies that do not track the movements of legal tender currencies is evidence 
that investors are speculating in these currencies. To the extent that virtual cur- 
rencies seem to be used more for speculative purposes and less for transaction exe- 
cution, the nonpayments models of regulations present feasible alternatives. 

V. Conclusion 

I applaud the Subcommittees for holding this important hearing and urge them 
to continue to watch developments in virtual currencies. Thank you again. Chair- 
man Merkley and Chairman Warner, and Ranking Members Heller and Kirk, for 
this opportunity to share my views with your Subcommittees. I will be pleased to 
take questions. 


PREPARED STATEMENT OF MERCEDES KELLEY TUNSTALL 

Partner, Practice Leader, Privacy and Data Security Group 
Ballard Spahr LLP 

November 19, 2013 

INTRODUCTION 

Chairman Merkley, Ranking Member Heller, and the Members of the Sub- 
committee, I am Mercedes Kelley Tunstall, a Partner at Ballard Spahr LLP and the 
Practice Leader of our firm’s Privacy and Data Security Group. My testimony today 
reflects my personal experience with the virtual currency industry and represents 
my own opinion. My testimony does not necessarily reflect the opinions of Ballard 
Spahr LLP or our clients. 

Thank you for this opportunity to testify about the present and future impact of 
virtual currency. I work directly with multiple clients that offer their own forms of 
virtual currency. I also advise large banking clients on how to interact with virtual 
currencies as well as how to structure their programs and services as to avoid being 
treated as virtual currency. I have spoken extensively on this topic during Webinars 
and other public forums, and I have been quoted frequently by the press. I will focus 
my remarks today on the important steps that the virtual currency industry and 
Federal regulators should take in order for virtual currency to have a commercially 
viable future. 

THE NEXT GENERATION OF VIRTUAL CURRENCY 

In only a few short years, Bitcoin may have become the most well-known virtual 
currency today, but Bitcoin has also demonstrated a number of weaknesses that the 
next generation of virtual currency should be careful to address. 

I. Bitcoin Integration 

Bitcoin has built its reputation and structured its virtual currency around being 
both antigovernment and anti-establishment. Although this reputation may he at- 
tractive to a certain type of consumer, the structure has limited, and will continue 
to limit, Bitcoin’s adoption hy a wider population. Due to Bitcoin’s reputation, large 
financial institutions view the currency as being unreliable and therefore not able 
to meet their safety and soundness requirements. If a virtual currency could be reli- 
able, then financial institutions may very well incorporate the currency as a solution 


Francois R. Velde, Bitcoin: A primer, Chic. Fed Letter No. 317 (Dec. 2013) (copy on file with 
the witness) (describes the operations of hitcoins and, particularly, its unique methods for con- 
trolling two challenges of digital money — controlling the creation and avoiding duplication of 
units). 
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to certain problems faced. For example, virtual currency could be attractive to large 
financial institutions if the fees associated virtual currency transactions, including 
the exchange fees, are lower than the fees accompanying other pa3mients methods 
{e.g., interchange fees). The next generation of virtual currency should figure out a 
way to better align with existing payment methods, or virtual currency will never 
be able to move from a “niche” into the mainstream. 

II. Virtual Currency * Anonymity 

One of the most frequently cited advantages of virtual currency is the increased 
privacy and anonjmiity associated with using bitcoins. However, even Bitcoin is not 
completely anonymous as a public record of each Bitcoin transaction is electronically 
recorded. In order for the industry to continue maturing, the next generation of vir- 
tual currencies should dispel the perception that an important element of using vir- 
tual currency is the ability for an individual to engage in online transactions with 
complete anonymity. 

In a transaction involving hard currency, the two parties to the transaction may 
not know each other, but in order for the currency to be handed from one person 
to the next, the two people must see each other and be in each other’s presence (or 
have a proxy to do the same for them). 

This transaction is hardly anonymous, and yet many have compared Bitcoin 
transactions to cash exchanges between strangers and referred to such exchanges 
as being anonymous. Instead, the distinction is that such cash transactions can 
occur without being recorded by any financial system or government and without 
the involvement of middlemen such as banks. As such, bitcoins, like cash, have been 
used in transactions to perpetrate fraud, money laundering, and other illegal activi- 
ties. Unlike hard currency, however, technological solutions could be developed to 
track the digital exchange of virtual currency so that the transaction is not con- 
ducted through a middleman. Bitcoin and other virtual currency providers have a 
responsibility to prevent criminal activity and to comply with anti-money laundering 
and other laws. The next generation of virtual currencies must address the ability 
of individuals to use virtual currency to engage in illegal activities anonymously or 
the Congress, the Federal agencies, or the courts may take action, which could re- 
sult in harmful consequences to the industry’s overall growth. 

III. Bitcoin = Commodity or Bitcoin ^ Commodity 

Bitcoin displays some features that allow Bitcoin to function like a commodity, 
such as the self-imposed limit of 21 million bitcoins and the volatility of the value 
of bitcoins. However, Bitcoin does not presently comply with current securities or 
commodities laws and regulations. In order for banks to work with virtual cur- 
rencies, those virtual currencies either need to comply with or protect against 
commoditization. Unless the next generation of virtual currencies can resolve the 
question as to whether virtual currency should be considered a commodity, the in- 
dustry will remain characterized by volatility. Without further stabilization, main- 
stream adoption of virtual currency remains unlikely. 

REGULATORY CERTAINTY 

As the virtual currency industry matures, regulatory certainty will also be needed 
to ensure a future for this industry. 

I. Legal Definition of Virtual Currency 

The virtual currency industry would benefit greatly from guidance from the Fed- 
eral Government as to the legal definition of virtual currency. Although it is clear 
from the Legal Tender Cases of the 1870s and 1880s that virtual currencies can le- 
gally operate in the United States of America, it is unclear as to what regulations 
could and should apply to virtual currency. 

The Commodity Futures Trading Commission and the Securities Exchange Com- 
mission have both examined Bitcoin-related issues and determined that there are 
times when the currency operates as a commodity/security, but beyond that, there 
is no existing legal framework that addresses the unique features and functionality 
of virtual currency. 

II. Financial Crimes Enforcement Network 

Existing FinCEN guidance has offered much-appreciated guidance for the indus- 
try and related players, but as the industry continues to mature, additional guid- 
ance will be needed on how to integrate virtual currency into the existing financial 
ecosystem, especially with regard to compliance with anti-money laundering require- 
ments. 
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III. Electronic Fund Transfer Act / Federal Reserve Board Regulation E 

Currently, consumer protections contained in financial regulations such as the 
Electronic Funds Transfer Act and its implementing regulation, Regulation E, do 
not apply to virtual currencies. Therefore, unauthorized transactions involving vir- 
tual currency have no recourse — once the currency is gone, it is gone, just as surely 
as when someone swipes bills from a wallet. Due to the electronic nature of virtual 
currencies, consumers may not understand the reasons for the disparate protections 
conferred on the use of these disparate payment forms. If consumers are unable to 
embrace virtual currency as a safe, effective means to conduct online (and even off- 
line) transactions, industry growth will be stalled. 

CONCLUSION 

Thank you again for the opportunity to testify on these important issues. I would 
also like to express my appreciation to your staff for all their assistance in pre- 
paring for this hearing. 

I would be happy to address any specific questions that the Members of the Sub- 
committee may have for me. 
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Thank you Chairmen Merkley and Warner, and Ranking Members Heller and 
Kirk, and Distinguished Members of the Committees for the opportunity to speak 
with you today. 

My name is Tony Gallippi and I am the Cofounder and CEO of BitPay. I grad- 
uated magna cum laude from Georgia Tech with a degree in Mechanical Engineer- 
ing. BitPay is a startup company with 16 fulltime employees, based in Atlanta. 

I appreciate the Members for their interest in the commercial and international 
trade uses of digital currencies, and more importantly, the opportunities for digital 
currencies to create jobs in America and to increase America’s exports. Since Bitcoin 
represents the dominant market share of virtual currencies, my testimony will focus 
on Bitcoin specifically and not on any of the alternative virtual currencies. 

Our company, BitPay, was started in May 2011 and we have been operating for 
over 2 years now, which makes us pretty old in the Bitcoin space. During this time 
we have acquired over 12,000 merchants to accept bitcoin with our service. Our 
merchants include many small and medium-sized businesses in every State, who ac- 
cept bitcoin side-by-side with credit cards and other forms of payment. 
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Most online payments today are made with credit cards, but credit cards were 
never designed for the Internet. Credit cards were designed in the 1950s, and they 
still function the pre-Internet age. Last year, over 12 million people became victims 
of identity theft, mostly from shopping online (source: https:! i 
www.javeUnstrategy.coml news i 1387 192 i 1). Businesses lose over $20 billion per 
year due to payment fraud (source: http: ! i www.lexisnexis.eom i risk i downloads i as- 
sets i truecostfraud2013.pdf). The banks don’t take responsibility for the fraud. If you 
are a business owner, it is your fault that you took a stolen credit card, even if the 
bank approved it. Credit Card fees are discriminatory the highest fees are paid by 
the smallest mom-and-pop businesses and the lowest income consumers. Bitcoin is 
a cheaper, faster, and more secure payment system. 

Background on Merchant Acquiring 

Even though we deal with bitcoin, our business model of merchant acquiring is 
fairly traditional. Merchant Acquiring began in the 1950s with credit cards, and the 
big marketing push to get businesses to accept credit cards as payment. Over the 
years, companies such as First Data, TSYS, Fiserv, and others would emerge with 
new tools for merchants. These companies are typically not household names. They 
operate behind the scenes, facilitating merchant payment acceptance as a business- 
to-business service. Most consumers, even when making a payment through one of 
these service providers, don’t even know that these companies exist. 

Fast forward 40 years to the 1990s with the launch of the worldwide Web and 
the first Web browser. Businesses could build a Web site to reach customers, but 
how could they take a payment from a Web page? It was the mail-order companies 
who figured it out first. If they could accept a credit card over the phone, then per- 
haps they could also accept a credit card over the Internet. Companies like 
Cybersource and Authorize.net built payment gateways for processing credit cards 
over the Internet, and today, 20 years later, credit cards are still the most widely 
used form of payment over the Internet. 

Differences between Credit Cards and Bitcoin 

Credit cards are “pull” transactions. The shopper provides their account number, 
and secret credentials that the business can use to pull money from their account. 
The problem is that the same credentials to pull money one time can be used to 
pull money many more times by that same business, or by anyone who has these 
credentials. This is the fundamental design problem with credit cards, and it is the 
root cause of the identity theft and fraud that we see today. 

Think about that for a minute. Why would you ever give someone full access to 
your $20,000 line of credit to pay them $20? 

Because of this design flaw, security around credit cards is massively expensive. 
Apple has iTunes, with over 500 million credit card numbers stored on file. The cost 
and risk of securing this data is enormous. Visa alone spends $200 million a year 
on fraud prevention. They are throwing big money at the problem and it is not 
working, because every year fraud remains very high. 

In 2009, Bitcoin was invented. Bitcoin takes everything we know about the Inter- 
net, Security, and Cryptography, and builds a payment system designed for the 
Internet. 

Bitcoin is an open standard, an open protocol, and an open source pa 3 Tnent net- 
work. Nobody owns the network, and nobody controls the network. All of the users 
collectively own the network, its rules, and its ledger. 

Anyone can use bitcoin or build an application on top of bitcoin. Bitcoin is much 
like the Internet itself, where anyone can use the Internet and build an application 
on top of the Internet. And because Bitcoin is borderless, a business can receive a 
payment from China just as easily as they can receive it from someone in the same 
room. 

Bitcoin payments are “push” transactions, which are very different than credit 
cards. If I want to pay someone, I push them the exact amount I want to give them. 
The recipient does not get my account number, they do not get my secret creden- 
tials, and they do not get any permission to ever pull money from my account. Only 
I can push out a payment. Bitcoin works similar to email, and text messages. Text 
messages are a push transaction. You cannot pull an email from me or a text mes- 
sage from me, only I can push the message to you. Bitcoin works the same way, 
for payments. 

BitPay is a Bitcoin Merchant Acquirer 

At BitPay, our role in the bitcoin ecosystem is very close to that of the traditional 
merchant acquirers in the credit card space. We act as an agent of the payee, to 
help merchants clear and settle transactions over the bitcoin network. Merchants 
could accept bitcoin directly, but automating this is very difficult, and most mer- 
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chants choose to use our software and service rather than try to figure it out them- 
selves. 

BitPay has a strict Know Your Customer (KYC) policy to verify all of our mer- 
chant applications. We need to know who our merchants are and what they are sell- 
ing. We only want the good actors using our service. We routinely audit our mer- 
chants, and we suspend and terminate those who violate our Terms of Use. A copy 
of BitPay’s Merchant Terms of Use is attached in Exhibit A. 

BitPay also follows all Bank Secrecy Act (BSA) guidelines to prevent, detect, and 
report suspicious activity. Our strict policies to comply with laws and protect our 
brand have earned BitPay the reputation as a leader and well respected company 
in the payments space. 

BitPay is not a bitcoin exchange, but we use nearly all of the bitcoin exchanges 
around the world to manage our own asset allocation. We do not act as a broker 
dealer to facilitate trades, and we also do not offer any bitcoin services for con- 
sumers. Consumers do not need to store funds with BitPay, they can simply pay 
the merchant invoice from whichever bitcoin wallet they choose to push the pay- 
ment from. In the near future, our service will be more integrated into the mer- 
chants branding and checkout experience. 

Bitcoin protects Consumers from Identity Theft 

For consumers, Bitcoin is another choice of payment which is voluntary to use. 
One of the main reasons why a consumer would choose to pay with Bitcoin is that 
Bitcoin can reduce, if not completely eliminate, the risk of the consumer becoming 
a victim of identity theft. Identity theft happens when a criminal gets access to the 
victim’s account number and credit card credentials, and uses those credentials to 
make unauthorized purchases. When using Bitcoin, the consumer never needs to 
provide their identity to make a payment, so there is no identity information to 
steal, and no risk of identity theft. Bitcoin is a massive win for consumers, saving 
12 million people per year the expense and hassle of dealing with the fallout of iden- 
tity theft. 

Consumers will be educated of the different ways in which they store their 
bitcoin. It functions more like cash, where if you lose it, it’s gone. The funds are 
locked in the private key, which defines the ownership of the asset. Consumers can 
create many wallets with varying levels of convenience and security. The technology 
is being developed, and consumers will be educated on data security and proper 
data backups to ensure proper use of the technology. If consumers understand how 
bitcoin works, they should be allowed to use it. 

Bitcoin protects Businesses from Payment Fraud 

For businesses, Bitcoin can also stop the $20 billion/year fraud problem. When 
your business receives a bitcoin payment, it’s confirmed, and it’s yours. It cannot 
be reversed or taken away from you. Businesses can now reach customers in emerg- 
ing markets, where they could not collect payments from before. Credit cards for on- 
line businesses don’t really work beyond 8 or 10 countries, so most businesses sim- 
ply choose not to sell internationally not because their Web site can’t reach, or their 
shipping company can’t reach, but only because they can’t take the payment. 

It is the small mom-and-pop businesses that are most excited about Bitcoin, and 
represent most of the adoption today. The businesses who accept Bitcoin are now 
opening up new markets, and creating more exports, and more jobs in America. If 
the United States doesn’t allow our businesses to accept bitcoin and create more 
jobs and exports, then countries like Germany and China certainly will. 

Bitcoin’s limitations 

Bitcoin does have limitations that will keep it a small player in the payments 
space for quite some time. Compared to credit cards. Visa’s payment network can 
handle 20,000 transactions per second, worldwide. Bitcoin can handle seven. Not 
seven thousand, but seven transactions per second. Today, the average rate on the 
bitcoin network is one transaction per second. So compared to the collective net- 
works of credit cards, debit cards, payment cards, ACH, and wires, there are 50,000 
times more transactions taking place on traditional networks than on the bitcoin 
network. 

Bitcoin also has some limitations on its usability. The global money supply of 
Bitcoin is worth around $5 billion. Compare this with the global M2 money supply 
of around $70 trillion, there is 15,000 times more money in the world in traditional 
currencies than in bitcoin. 

Bitcoin’s potential for nonmonetary use 

Even though it’s small, Bitcoin has invented something previously thought to be 
impossible. Many times when parties transfer assets to each other, they are trading 
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a digital representation of an asset. The asset itself settles 13 days later. With 
Bitcoin, it is now possible to transfer an asset remotely, and immediately settle the 
transaction, with no counterparty risk. That type of instrument has never existed 
before. 

The possibilities of this instant worldwide settlement are very interesting. And 
this is where the real potential for Bitcoin exists. The Bitcoin blockchain, which is 
the public accounting ledger of bitcoin, is a large property rights database. It can 
handle quadrillions of individual asset accounts, with a full chain of custody every 
time an asset is transferred from one party to another party. 

If you want to energize the housing market, think of Bitcoin. The biggest upfront 
costs for consumers trying to buy a home are the closing costs, which include fees 
for deeds, titles, stamps, title insurance, and other redundant tasks to record the 
sale in different record books. Bitcoin can replace thousands of dollars in closing 
costs with a single transaction that costs 5 cents. By reporting deeds and titles on 
the blockchain, the information would be public record forever, for pennies, and 
eliminate the need for title insurance. 

The property rights aspect of Bitcoin can go one step further, to create smart 
property. This can be used for purchases like cars, where if a loan is attached to 
the car, the ownership of the car can be transferred back to the lender in case of 
default, or if the loan is paid off the owner would have full ownership of the car, 
and then they can transfer it to whomever they want. 

Bitcoin Risks 

Bitcoin does have risks. Criminals use cell phones, criminals use email, and crimi- 
nals use dollars and banks. Many businesses like BitPay, offering innovative serv- 
ices on top of bitcoin, share the Committee’s goals to protect consumers from fraud, 
and keep the criminals away from our businesses. 

The Board of Governors of the Federal Reserve System acknowledged that virtual 
currencies “may pose risks related to law enforcement and supervisory matters,” but 
“there are also areas in which they may hold long-term promise, particularly if the 
innovations promote a faster, more secure and more efficient payment system.” 

Bitcoin Regulation 

Guidance from the IRS, Department of Treasury, Department of Justice, and SEC 
has all established that bitcoins are legal, and that those dealing with them must 
simply follow existing tax laws and antimoney-laundering regulations. 

In the 1990s when the Internet was in its infancy. Congress took a wait-and-see 
attitude to let the Internet develop. Where would Social Media and other free apps 
be today if in the 1990s we required licenses for the Internet, and taxed Internet 
access as if it was a Telecom? 

In 1995, the National Science Foundation lifted its strict prohibition of commer- 
cial enterprise on the Internet, and immediately companies like Amazon, Ebay, and 
Dell were born. Americans will benefit from a similar openness and wait-and-see ap- 
proach to Bitcoin. 

Bitcoin Regulation outside the United States 

Bitcoin by design is borderless, like the Internet itself. Businesses using bitcoin 
are forming every day, at a pace not seen since the expansion of the worldwide Web 
in the 1990s. There is a tremendous amount of capital, resources and effort being 
spent to create innovation in finance. 

We don’t believe that new legislation or regulation around bitcoin is needed. The 
rules for consumer protection and antimoney laundering already exist today. 

Germany has declared Bitcoin to be “private money” and other countries are 
working to categorize Bitcoin and Bitcoin-related services into regulatory frame- 
works that exist today. Bitcoin is a technology with tremendous cost savings for 
businesses and consumers. Bitcoin is a more secure, faster, and more affordable op- 
tion for transferring funds. If America is the leader in Bitcoin technology, America 
will create more jobs and more exports. 

Bitcoin is Disruptive 

Bitcoin is a disruptive technology. Bitcoin will not replace the dollar, or the euro, 
or gold, but it will certainly disrupt existing financial services and their fee struc- 
tures. Today banks charge many fees to consumers: overdraft fees, overlimit fees, 
interest fees, application fees, monthly fees, authorization fees, processing fees, ATM 
fees, maintenance fees, minimum balance fees, late fees, and even fees to send your 
paper statement in the mail. With bitcoin, users can handle many of their daily pay- 
ments needs themselves and avoid the bank fees, so banks relying on fee revenue 
could be impacted the most by virtual currencies. 
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Most IT systems used by banks and financial services today were built in the 
1970s. They were designed well before the Internet and they lack many of the tech- 
nical innovations that other industries use today. Bitcoin could offer immediate cost 
reductions and technical advancements to our financial institutions, particularly in 
the areas of interbank settlement, international transfers, and foreign exchange. 
The current 13-day settlement times on many types of transactions can be reduced 
to 13 seconds. 

Bitcoin is a technology with tremendous cost savings for businesses and con- 
sumers. Bitcoin is a more secure, faster, and more affordable option for transferring 
funds. If America is the leader in Bitcoin technology, America will create more jobs 
and more exports. 

Conclusion 

In conclusion, today Bitcoin is in its infancy. It is much like the Internet in the 
early 1990s. Thanks to Congress’s protection, the Internet was allowed to evolve and 
develop, and today it has greatly improved our lives. 

If we look 10-20 years in the future, we will see many companies huilt upon 
bitcoin-related technology. We want those companies to be based in America, cre- 
ating jobs in America, and building a revenue base and teix base in America. 

The original application of the Internet was commerce, with companies like Ama- 
zon and Ebay. Over time, the killer apps for the Internet emerged, and these apps 
were not the original application. Search, Social Media, and Big Data are all power- 
ful industries built on the Internet, and where would all of the free applications like 
Social Media be today if the early Internet was pigeonholed, overly regulated and 
required expensive telecom licenses? 

I commend the Committee for recognizing the real, practical uses of virtual cur- 
rencies and the potential future applications of this technology. Thank you for the 
opportunity to speak today. 

Appendix A BitPay Merchant Terms of Use 

These Merchant Terms of Use (the Terms) govern your use of the products, serv- 
ices or any other features, technologies or functionalities (the Services) provided by 
BitPay, Inc. (BitPay, we, our, or us) through BitPay’s Web site, API or through any 
other means. You and your mean the merchant to which we will he providing the 
Services and the person signing below or otherwise agreeing to the Terms on hehalf 
of the merchant. Please read the Terms carefully; by using the Services, you agree 
to the Terms and confirm that you accept them. 

The Services. We are a Bitcoin payment processor — we enable you to accept 
bitcoins as payment for goods or services, and process Bitcoin pa 3 T:nents that you 
receive from your customers. We are not a Bitcoin exchange, Bitcoin wallet, or a 
place to purchase Bitcoin. By using the Services, you authorize us to receive, hold 
and disburse funds on your behalf and to take any and all actions that we think 
are necessary or desirable to provide the Services and to comply with applicable law. 

Registration 

Generally. In order to use the Services, you must open a BitPay account. 
When you open an account, we will ask you for contact information such 
as, for instance, your name, mailing address, phone number, email address, 
and Web site. The information that you provide at the time of account open- 
ing must be accurate and complete, and you must inform us in a timely 
fashion of any changes to such information. We may require additional in- 
formation about you (including any person signing below or otherwise 
agreeing to the Terms on behalf of the merchant) such as, for instance, your 
date of birth, teix identification number or Government-issued identification, 
and we may also obtain information about you from third parties, such as 
credit bureaus and identity verification services. We have the right to reject 
your account registration, or to later close your BitPay account, if you do 
not provide us with accurate, complete and satisfactory information. 

Merchant Tiers. BitPay imposes daily transaction processing limits on mer- 
chants. When you register for a BitPay account, you will he required to se- 
lect the limit (the Tier) that will apply to your BitPay account, and to pro- 
vide us with the documentation necessary to qualify for that Tier. A de- 
scription of the Tiers, as well as a list of the documentation required to 
qualify for each, is available on our Web site. If your business is a High 
Risk category, as determined by BitPay, you will be required to qualify for 
the “Trusted” Tier in order to use the Services. We will not begin to process 
payments on your behalf until we have reviewed the documentation that 
you provide, in accordance with applicable law. If you wish to change to a 
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Tier with a higher limit, you must provide us with the additional required 
documentation. We will not approve your request to change Tiers and per- 
mit you a greater processing volume unless and until we have reviewed 
your documentation to our satisfaction. Please also refer to Section 3.1, 
“Daily Transaction Volume; Tiers.” 

Guarding your Password. You will choose a password when registering. 

You are responsible for maintaining the confidentiality of your password 
and account. You are fully responsible for all activities that occur using 
your password or account. Please notify us immediately of any unauthor- 
ized use of your password or account or any other breach of security. We 
will not be liable for any loss that you may incur as a result of someone 
else using your password or account, either with or without your knowl- 
edge. You may not use anyone else’s password at any time. 

Prohibited Accounts. Use of the Services is subject to the laws and regu- 
lations of the United States regarding the prevention of terrorist financing 
and antimoney laundering. You agree and acknowledge that your use of the 
Services would and will comport with such laws and regulations, including, 
without limitation, the sanctions programs administered by the Office of 
Foreign Assets Control of the United States Department of the Treasury. 

Your Sales. 

Daily Transaction Volume; Tiers. You agree to adhere to the transaction 
processing limits applicable to your Tier. You agree that, if you exceed that 
limit, BitPay has the right to hold the over-the-limit funds until you have 
provided us with the additional documentation required to qualify for the 
next Tier, and until we have had the opportunity to review such documents. 

We will take additional measures if you exceed your limit. If you are a 
“Trusted” merchant, you may create an unlimited value of invoices (see Sec- 
tion 8.1), although you will only receive payments from us up to the speci- 
fied limit. If you are not a “Trusted” merchant, you may not create a value 
of invoices that exceeds your specified limit. 

Invoices and Records. You must keep all records needed for fulfilling the 
merchandise to the purchaser and providing any post-sale support to the 
purchaser. If the sale of the item requires any government registration of 
the sale, you are responsible for such registration. 

Customer Verification. You are solely responsible for obtaining any infor- 
mation required of those who purchase your goods or services. For instance, 
if applicable law prohibits a sale to persons under the age of 18 years, you 
must ensure that a purchaser is at least 18 years of age. Similarly, if appli- 
cable law requires that a purchaser’s identity be verified, you must verify 
the purchaser’s identity. We will not be responsible for your failure to ade- 
quately verify your purchasers’ identities or qualifications. 

Representation and Warranties. Your use of the Services is subject to 
several important restrictions. Specifically, you represent and warrant to us 
that: 

(a) Your use of the Services will not contravene any applicable inter- 
national, Federal, State or local law or regulation, including applicable 
tax laws and regulations, and that your use of the Services will not vio- 
late the laws of the United States of America. 

(b) Your use of the Services will not relate to sales of (i) narcotics, research 
chemicals or any controlled substances, (ii) cash or cash equivalents, in- 
cluding derivatives, (iii) items that infringe or violate any copyright or 
trademark, (iv) ammunition, firearms, explosives, weapons or knives 
regulated under applicable law, or (v) any services which compete with 
BitPay. 

(c) Your use of the Services will not relate to transactions that (i) show the 
personal information of third parties in violation of applicable law, (ii) 
support pyramid or Ponzi schemes, matrix programs or other “get rich 
quick” schemes, (iii) are associated with purchases of annuities or lot- 
tery contracts, layaway systems, offshore banking or transactions to fi- 
nance or refinance debts funded by a credit card, (iv) are associated 
with Money Service Business activities, as defined by the Financial 
Crimes Enforcement Network of the United States Department of the 
Treasury, or (v) provide credit repair or debt settlement services. 
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(d) Your use of the Services will not involve gambling or any other activity 
with an entry fee and a prize, including, but not limited to casino 
games, sports betting, horse or greyhound racing, lottery tickets, other 
ventures that facilitate gambling, and sweepstakes, unless you have ob- 
tained our prior approval and you and your customers are located exclu- 
sively in jurisdictions where such activities are permitted by law. 

(f) You have the right, power and ability to enter into and perform under 
these Terms. 

Our Right to Reject. We reserve the right to decline to process a sale if 
we believe that it violates these Terms or would expose you, other mer- 
chants, purchasers, or other parties to harm. If we reasonably suspect that 
your BitPay account has been used for an illegal purpose, you authorize us 
to share information about you, your BitPay account, and your account ac- 
tivity with law enforcement. 

Our Right to Inspect. We may ask for permission to inspect your business 
location, in connection with your use of the Services or specific transactions. 

If you refuse our request, we may suspend or terminate your BitPay ac- 
count. 

Third Parties. 

Your Use of Third-Party Services. In using the BitPay Web site or the 
Services, you may be offered services, products and promotions provided by 
third parties. If you decide to use these third-party services, you do so at 
your own risk and are solely responsible for reviewing, understanding and 
complying with the associated terms and conditions. We expressly disclaim 
any liability for the third-party services and are not responsible for the per- 
formance of the third-party services or servicers. 

Security. We have implemented security measures designed to secure your 
information from accidental loss and from unauthorized access, use, alter- 
ation or disclosure. However, we cannot guarantee that unauthorized per- 
sons will never gain access to your information, and you acknowledge that 
you provide your information at your own risk, except as otherwise pro- 
vided by applicable law. 

How we Collect, Use and Share Information. In order to provide the 
Services, we may share information about you and your BitPay account 
with third parties, including but not limited to your bank and purchasers. 

Our Ownership of the Services and the BitPay Website. You agree 
and acknowledge that we own all right, title and interest to and in the 
Services, the associated software, technology tools and content, the BitPay 
Web site, the content displayed on the Web site, and other materials pro- 
duced by and related to BitPay (collectively, the BitPay IP). You are only 
permitted to use the Services and the BitPay IP to accept and receive pay- 
ments, according to these Terms. When you accept the Terms, we grant you 
a personal, limited, revocable and nontransferable license to use the BitPay 
IP, without the right to sublicense. You shall not rent, lease, sublicense, 
distribute, transfer, copy, reproduce, download, display, modify or timeshare 
the BitPay IP or any portion thereof, or use the BitPay IP as a component 
of or a base for products or services prepared for commercial sale, sub- 
license, lease, access or distribution. You shall not prepare any derivative 
work based on the Company IP, nor shall you translate, reverse engineer, 
decompile or disassemble the Company IP. 

Advertising. By mutual consent, we may publish your corporate name, 
artwork, text and logo (Merchant Content) on the BitPay Web site and 
promotional materials to acknowledge you as our customer. You represent 
and warrant to us that you have the right to provide the Merchant Content 
to us, and that the use, copying, modification and publication of the Mer- 
chant Content by us: (a) will not infringe, violate or misappropriate any 
third party copyright, patent, trade secret or other proprietary rights, (b) 
will not infringe any rights of publicity or privacy, and (c) will not be de- 
famatory or obscene or otherwise violate any law. 

Fees & Settlement. 

Invoice Generation and Exchange Rate Guarantee. To create an in- 
voice, you may post a request to BitPay to collect a specific amount in your 
local currency, such as dollars or euros, or in Bitcoin. BitPay will pull the 
exchange rate and provide the Bitcoin payment instructions to the pur- 
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chaser. We guarantee the exchange rate to you as long as the purchaser 
pays within the proper time window after the invoice is created. Invoice 
timeout information is clearly displayed on each BitPay invoice. While we 
guarantee the exchange rate as long as the purchaser pays within such 
time window, you agree that you assume the volatility risk of your local 
currency or Bitcoin, as applicable. For instance, if you ask us to collect USD 
$150, and the purchaser sends the payment within the time window, we 
guarantee you will receive exactly USD $150, minus our fee, but do not 
guarantee the value of the U.S. dollar. 

Fees. We charge a processing fee on all transactions. The proceeds payable 
to you will equal the amount of the invoice (assuming that we have received 
the full amount of the invoice from the purchaser), unless you a^ee to ac- 
cept less than the amount of the invoice, minus the processing fee. We re- 
serve the right to change our fees and will give you 30 calendar days’ prior 
notice of any fee increase. Your continued use of the Services after we no- 
tify you of any increase in our fees constitutes your acceptance of such 
change. Current pricing information is provided on the BitPay Web site at 
https:! I bitpay. com ! pricing. 

Methods of Settlement. We will clear the payments over the Bitcoin peer- 
to-peer payment network and post the balance to your accounting ledger, 
according to your preference settings. 

The debits and credits to your accounting ledger are funds temporarily held 
by BitPay until settlement to your bank account can take place. You can 
receive a settlement in your local currency, in bitcoins, or in a mixture of 
both. You assume volatility risks of the currency in which you choose to be 
settled. If you choose to keep bitcoins, then you assume the volatility risk 
of the Bitcoin value. 

Settlements in Local Currencies. Direct deposit to a bank account in a 
local currency is available to merchants located in certain countries. Please 
refer to Please refer to https:! lbitpay.com/bitcoindirectdeposit for a list of 
those countries. If you wish to receive direct deposit, you must provide us 
with valid bank account information and keep such information current. We 
will send a direct deposit to your bank account to clear out your accumu- 
lated balance. Minimum settlement amounts apply; please refer to https:! 
/ bitpay.com/bitcoindirectdeposit for information related to minimum settle- 
ment amounts and deposit frequency. 

Your Bank Account. You must provide us with written notice at least 1 
business day prior to closing your bank account. If you wish to continue to 
receive direct deposits, you must provide us with information for a sub- 
stitute bank account. You are solely liable for all fees and costs associated 
with your bank account and for all overdrafts. You authorize us to initiate 
electronic credits to your bank account at any time, as necessary to process 
your transactions. We will not be liable for any delays in receipt of funds 
or errors in bank account entries caused by third parties. 

Settlements in bitcoins. Payments in bitcoins are sent to the Bitcoin ad- 
dress of your choice, at least once per calendar day. BitPay does not operate 
a Bitcoin wallet and funds must be moved to your wallet address. 

Certain Deferrals. If we need to conduct an investigation or resolve any 
pending dispute related to your BitPay account, we may delay settlement 
or restrict access to your funds while we do so. Additionally, we may delay 
settlement or restrict access to your funds if required to do so by law, court 
order or at the request of law enforcement. 

Account Statements. On demand, we will provide you with a statement 
detailing your account transaction and settlement history. Should you iden- 
tify an error in the statement, you must notify us of such error within 30 
calendar days. 

Refunds and Adjustments. 

Refund Proeedures. In the event that you wish to issue a refund to a 
purchaser, BitPay can handle this. You can decide to issue a partial refund 
or the full amount of the initial purchase. 

You can also decide whether to issue the original amount of the invoice in 
your local currency or in the number of bitcoins paid. If you do not have 
enough funds in your BitPay account to cover the refund, BitPay may re- 
quire you to deposit bitcoins into your BitPay account to cover the refund 
to the purchaser. Any required currency conversion during the refund proc- 
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ess will be calculated at a spot rate determined by BitPay, following the 
guidelines found here: https: I / bitpay.com / bitcoin-exchange-rates. 

Disclosure of Your Refund Policy. Merchants are required to have a 
clear refund policy for their customers. We recommend you refund the 
amount of the initial purchase in the currency in which the item was 
priced. 

Purchaser Complaints. Purchasers filing complaints about a purchase 
will be forwarded to you for resolution. BitPay reserves the right to termi- 
nate accounts which receive excessive complaints. 

Account Termination. 

Your Right to Close Your Account. You may close your BitPay account 
at any time. You will still be obligated to us for any fees incurred before 
the closure and we will remit to you funds not yet paid to you and associ- 
ated with preclosure sales. If your account balance is below our documented 
minimum transfer amount, you may be responsible for any transactions 
fees that may be incurred in the funds transfer. 

Our Right to Close or Suspend Your Aceount. We may terminate these 
Terms and close your account, at our discretion, upon notice to you via 
email or phone communication. We may also suspend your access to the 
Services if we suspect that you have failed to comply with these Terms, 
pose an unacceptable fraud risk to us, or if you provide any false, incom- 
plete, inaccurate or misleading information. We will not be liable to you for 
any losses that you incur in connection with our closure or suspension of 
your account. 

Effect of Account Closure. If your BitPay account is closed, you agree: 

(a) to continue to be bound by these Terms, (h) to immediately stop using 
the Services, (c) that the license provided under these Terms shall end, (d) 
that we reserve the right (but have no obligation) to delete all of your infor- 
mation and account data stored on our servers, and (e) that we shall not 
be liable to you or any third party for termination of access to the Services 
or for deletion of your information or account data. 

Indemnification. You agree to indemnify BitPay, its affiliated and related 
entities, and any of its officers, directors, employees and agents from and 
against any claims, costs, losses, liabilities, damages, expenses and judg- 
ments of any and every kind (including, without limitation, costs, expenses, 
and reasonable attorneys’ fees) arising out of, relating to, or incurred in 
connection with any claim, complaint, action, audit, investigation, inquiry, 
or other proceeding instituted by a person or entity that arises or relates 
to: (a) any actual or alleged breach of your representations, warranties, or 
obligations set forth in these Terms; (b) your wrongful or improper use of 
the Services; (c) the products or services sold by you through the Services, 
including but not limited to any claims for false advertising, product de- 
fects, personal injury, death or property damage; or (d) any other party’s 
access or use of the Services with your account information. 

No Warranties. WE PROVIDE THE SERVICES ON AN “AS IS” AND “AS 
AV AILA BLE” BASIS, AND YOUR USE OF THE SERVICES IS AT YOUR OWN 
RISK. TO THE MAXIMUM EXTENT PERMITTED BY APPLICABLE LAW, WE 
PROVIDE THE SERVICES WITHOUT WARRANTIES OF ANY KIND, WHETHER 
EXPRESS OR IMPLIED (INCLUDING, WITHOUT LIMITATION, WARRANTIES 
OF MERCHANTABILITY, FITNESS FOR A PARTICULAR PURPOSE, OR NON- 
INFRINGEMENT). WITHOUT LIMITING THE FOREGOING, WE DO NOT WAR- 
RANT THAT THE SERVICES (AND OUR WEBSITE): WILL OPERATE ERROR- 
FREE OR THAT DEFECTS OR ERRORS WILL BE CORRECTED; WILL MEET 
YOUR REQUIREMENTS OR WILL BE AVAILABLE, UNINTERRUPTED OR SE- 
CURE AT ANY PARTICULAR TIME OR LOCATION; ARE FREE FROM VIRUSES 
OR OTHER HARMFUL CONTENT. WE DO NOT ENDORESE, WARRANT, 
GURANTEE OR ASSUME RESPONSIBILITY FOR ANY PRODUCT OR SERVCE 
OFFERED OR ADVERTISED BY A THIRD PARTY THROUGH THE SERVICES 
OR THROUGH OUR WEBSITE, AND WE WILL NOT BE A PARTY TO NOR 
MONITOR ANY INTERACTIONS BETWEEN YOU AND THIRDPARTY PRO- 
VIDERS OF PRODUCTS OR SERVICES. 

Limitation of Liability. IN NO EVENT WILL WE BE LIABLE TO YOU OR 
ANY THIRD PARTY FOR ANY DIRECT, INDIRECT, SPECIAL, INCIDENTAL, 
CONSEQUENTIAL, EXEMPLARY OR PUNITIVE DAMAGES OR ANY LOSS, 
THEFT, DISAPPEARANCE, OR DAMAGES FOR LOST PROFITS, LOST REVE- 
NUES, LOST DATA OR OTHER INTANGIBLE LOSSES THAT RESULT FROM 
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THE USE OF, INABILITY TO USE, OR UNAVAILABILITY OF THE SERVICES, 
REGARDLESS OF THE FORM OF ACTION AND WHETHER OR NOT WE KNEW 
THAT SUCH DAMAGE MAY HAVE BEEN INCURRED. IN NO EVENT WILL WE 
BE LIABLE TO YOU OR ANY THIRD PARTY FOR ANY DAMAGE, LOSS OR IN- 
JURY RESULTING FROM HACKING, TAMPERING, VIRUS TRANSMISSION OR 
OTHER UNAUTHORIZED ACCESS OR USE OF THE SERVICES, YOUR BITPAY 
ACCOUNT, OR ANY INFORMATION CONTAINED THEREIN. IN NO EVENT 
WILL OUR LIABILITY FOR ANY DAMAGES ARISING IN CONNECTION WITH 
THE SERVICES EXCEED THE FEES EARNED BY US IN CONNECTION WITH 
YOUR USE OF THE SERVICES DURING THE 6 MONTH PERIOD IMME- 
DIATELY PRECEDING THE EVENT GIVING RISE TO THE CLAIM FOR LI- 
ABILITY. THE FOREGOING LIMITATIONS OF LIABILITY SHALL APPLY TO 
THE FULLEST EXTENT PERMITTED BY LAW IN THE APPLICABLE JURIS- 
DICTION. 

Miscellaneous. 

Taxes. You are responsible for determining any and all taxes assessed, in- 
curred, or required to be collected, paid, or withheld for any reason in con- 
nection your use of our software and services (Taxes). You also are solely 
responsible for collecting, withholding, reporting, and remitting correct 
Taxes to the appropriate tax authority. We are not obligated to, nor will we 
determine whether Teixes apply, or calculate, collect, report, or remit any 
Taxes to any tax authority arising from any transaction. 

If in a given calendar year you receive (i) more than $20,000 in gross 
amount of pajnnents and (ii) more than 200 pajnnents, BitPay will report 
annually to the Internal Revenue Service, as required by law, your name, 
address, tax identification number (such as a social security number, or em- 
ployer identification number), the total dollar amount of the payments you 
receive in a calendar year and the total dollar amount of the payments you 
receive for each month in a calendar year. 

Privacy Policy. Please see our Privacy Policy for information regarding 
how we collect and use information. The Privacy Policy is part of these 
Terms, so please make sure that you read it. 

Assignment. You may not transfer or assign these Terms, or any rights 
granted by these Terms. You agree and acknowledge that we may assign 
or transfer these Terms. 

Severability. Should any provision of these Terms be determined to be in- 
valid or unenforceable under any law, rule, or regulation, such determina- 
tion will not affect the validity or enforceability of any other provision of 
this Agreement. 

Waivers. Our failure to assert any right or provision in these Terms shall 
not constitute a waiver of such right or provision, and no waiver of any 
term shall be deemed a further or continuing waiver of such or other term. 
Entire Agreement. These Terms, including the Privacy Policy referenced 
herein, represent the entire understanding between us and you with respect 
to the matters discussed. Headings are included for convenience only, and 
shall not be considered in interpreting these Terms. 

Notices. You agree to accept communications from us in an electronic for- 
mat, and agree that all terms, conditions, agreements, notices, disclosures 
or other communications that we provide to you electronically will be con- 
sidered to be “in writing.” 

Governing Law; Arbitration. These Terms will be governed by and con- 
strued in accordance with the laws of the State of Georgia without ref- 
erence to conflict of law or choice of law provisions, and applicable Federal 
law (including the Federal Arbitration Act). If a disagreement or dispute in 
any way involves the Services or these Terms and cannot be resolved be- 
tween you and us with reasonable effort, the disagreement or dispute shall 
be resolved exclusively by final and binding administration by the American 
Arbitration Association (AAA), and will be conducted before a single arbiter 
pursuant to the applicable Rules and Procedures established by the AAA. 

You agree that the arbitration shall be held in the State of Georgia, or at 
any other location that is mutually agreed upon by you and us. You agree 
that the arbiter will apply the laws of the State of Georgia consistent with 
the Federal Arbitration Act, and will honor and agree to all applicable stat- 
utes of limitation. You agree that, unless prohibited by law, there shall be 
no authority for any claims to be arbitrated on a class or representative 



70 


basis, and arbitration will only decide a dispute between you and us. Arbi- 
tration proceedings must be initiated within 1 year after the disagreement 
or dispute arises. If any part of this Arbitration clause is later deemed in- 
valid as a matter of law, then the remaining portions of this section shall 
remain in effect, except that in no case shall there be a class arbitration. 
Amendment. We may update or change these Terms from time to time. 
Except as otherwise provided in these Terms, we will notify you of any 
changes by electronic mail or by posting a link to the amended Terms on 
our Web site. If you continue to use the Services after we provide notice 
of such changes, your continued use constitutes an acceptance of the 
amended Terms and an agreement to be bound by them. If you do not agree 
to the amended Terms, you must close your BitPay account and discontinue 
your use of the Services. 

Force Majeure. Neither you nor we will be liable for delays in processing 
or other nonperformance caused by such events as fires, telecommuni- 
cations, utility, or power failures, equipment failures, labor strife, riots, 
war, nonperformance of our vendors or suppliers, acts of God, or other 
causes over which the respective party has no reasonable control; provided 
that the party has procedures reasonably suited to avoid the effects of such 
acts. 

Survival. The provisions of Sections 2.2, 3.3, 3.4, 4.2, 5, 6, 7, 8.1, 8.5, 8.7, 

8.8, 9 (including all subsections), 11, 12, 13, and 14.7 shall survive the ter- 
mination of these Terms. 

You agree that the person signing below has the authority to sign the Terms and 
to bind you, and you acknowledge and agree that you: (a) have read and understand 
the Terms; (b) intend to form a legally binding contract; and (c) will abide by all 
the Terms. 



RESPONSE TO WRITTEN QUESTIONS OF SENATOR KIRK FROM 
JENNIFER SHASKY CALVERY 

Q.l. I want to start off with a question about the Silk Road. In the 
case of the Silk Road, it was the FBI that was able to target, and 
eventually bring down the major players in the case. I have been 
told that a new “Silk Road” emerged just a month after the former 
Silk Road was shut down. In fact, the site administrator of this 
new site who goes by the moniker, “Dread Pirate Roberts” wrote, 
“It took the FBI two and a half years to do what they did . . . but 
4 weeks of temporary silence is all they got”. 

Can you tell me what, if anything FinCen can and does provide 
to law enforcement in monitoring illicit actors such as those using 
the Silk Road? Is there coordination between FinCen, other finan- 
cial regulators and law enforcement in these cases? 

A.l. As mentioned in my written testimony, shortly after we issued 
our March 2013 guidance on virtual currency, FinCEN also issued 
a Networking Bulletin on crypto-currencies to provide a more 
granular explanation of this highly complex industry to law en- 
forcement and assist in following the money as it funnels between 
virtual currency channels and the U.S. financial system. Among 
other things, the Bulletin addresses the role of traditional banks, 
money transmitters, and exchangers that come into play as inter- 
mediaries by enabling users to fund the purchase of virtual cur- 
rencies and exchange virtual currencies for other types of currency. 
The Networking Bulletin has proved especially useful in the con- 
text of Silk Road because, as the Department of Justice has al- 
leged, customers of Silk Road were required to pay a decentralized 
virtual currency to help both the operator of Silk Road and its sell- 
ers evade detection and launder hundreds of millions of dollars. Be- 
yond the Networking Bulletin, FinCEN delivers its expertise to law 
enforcement on an ongoing basis by directly collaborating on crimi- 
nal investigations, producing an ongoing series of analytical re- 
ports, and conducting training on the evolution in the virtual cur- 
rency sphere. 

Equally important to our ongoing efforts to deliver expertise to 
our law enforcement partners is EinCEN’s coordination with our 
regulatory counterparts to ensure they are kept apprised of the lat- 
est trends in virtual currencies and the potential vulnerabilities 
they pose to traditional financial institutions under their super- 
vision. In addition, EinCEN plans to work with our law enforce- 
ment partners to produce a Webinar on EinCEN requirements for 
the virtual currency community. 

Q.2. Is there or should there be a task force within the Administra- 
tion or between Eederal financial regulators to determine what 
risks are posed by virtual currencies and to contemplate possible 
coordination and collaboration of efforts? 

( 71 ) 
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A.2. While not labeled “taskforces,” the Administration has estab- 
lished a number of high level virtual currency working groups that 
encompass the entire spectrum of regulatory and law enforcement 
agencies with technical expertise in virtual currency benefits, risks, 
threats, and vulnerabilities. The various working groups studying 
virtual currencies all approach the topic from different perspec- 
tives, which brings together a diversity of mandates, skill sets, and 
operational concerns on the subject matter. This approach fosters 
strong coordination and collaboration, and positively challenges 
opinions and informs the outcome of each working group’s findings 
and deliverables. To help foster this interagency synergy, FinCEN 
continues to maintain a strong nexus with its external partner 
agencies in sharing multi-faceted knowledge bases and observa- 
tions. 

Q.3. Who do you see as taking the lead role in the U.S. Govern- 
ment in monitoring and reporting illicit activities being done 
through virtual currencies? 

A.3. Since the issue of virtual currency is an Administration pri- 
ority, the Administration itself is already taking a leading role by 
providing the necessary guidance and direction to ensure all rel- 
evant departments and agencies are maximizing their abilities and 
resources to safeguard the U.S. financial system from illicit activi- 
ties posed by this emerging payment method. Through this guid- 
ance, those agencies at the operational level, such as FinCEN, le- 
verage their equities and expertise to disrupt illicit activities con- 
ducted through virtual currencies. 

Q.4. Knowing that a new “Silk Road” emerged just a month after 
the former Silk Road was shut down is there a way to ultimately 
bring down a particular site such as the Silk Road — and to elimi- 
nate users from creating another? 

A.4. Since the circumstances surrounding the Silk Road matter are 
primarily a law enforcement concern, I would have to defer to my 
colleagues at the Departments of Justice and Homeland Security 
for their perspectives on permanently shutting down such criminal 
enterprises. However, for our part, FinCEN uses its existing regu- 
latory authorities to disrupt and dismantle virtual currency ex- 
changes in relation to and in conjunction with criminal investiga- 
tions. Such was the case in May 2013, when FinCEN named Lib- 
erty Reserve — a Web-based virtual currency provider specifically 
designed and frequently used to facilitate money laundering in 
cyber space — as a financial institution of primary money laun- 
dering concern under Section 311 of the USA PATRIOT Act. 
FinCEN also strives to stay current on how money is being 
laundered in the United States, including through new and emerg- 
ing payment systems like virtual currency and what investigative 
resources may be available, so that we can share this expertise 
with our many law enforcement partners to positively contribute to 
ongoing and future investigations. We meet this obligation by 
drawing from the knowledge we have gained through our regu- 
latory efforts, use of targeted financial measures, analysis of the fi- 
nancial intelligence we collect, independent study of virtual cur- 
rency, outreach to industry, and collaboration with our many part- 
ners at all levels of Government. 
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Q.5. There are some academics & policymakers that have sug- 
gested that the “Know your Customer” rule should apply to virtual 
currencies. What are your thoughts on this? 

A.5. FinCEN’s Customer Identification Program (CIP) rule applies 
to specific types of financial services providers, including depository 
institutions and securities broker-dealers. Because these entities 
originate and maintain what can be long-term relationships with 
their customers, it is imperative that they know who their cus- 
tomers are and the types of transactions that are consistent with 
their profile. Moreover, we believe that this current CIP rule al- 
ready acts as an important choke point for virtual currency pro- 
viders, since as my written statement illustrates, banks are often- 
times either the originating or terminating point for virtual cur- 
rency transactions. 

FinCEN works hard to strike the correct balance between smart 
regulation and industry burden, and at this time we believe man- 
dating a CIP rule for virtual currency providers would be problem- 
atic, both from a privacy and cost/benefit perspective. It would re- 
quire information collection and retention from every customer, 
even for one-time transactions, without generating the net tangible 
benefits realized from CIP obligations borne by other financial in- 
stitutions. 

Q.6. Just last week, the Federal Election Commission seriously 
considered letting candidates and committees accept bitcoins as in- 
kind contributions. Do you think since this is a Federal agency, 
that it gives legitimacy to our Government recognizing this virtual 
currency — or at least bitcoins, as a valid currency? 

A.6. Since FinCEN’s mission and mandate falls outside the scope 
of monetary policy, as a practical matter we do not offer opinions 
or perspectives on the validity or legitimacy of Bitcoin or any other 
virtual currency. However, as a store of value with funds trans- 
mission capabilities, FinCEN does focus on Bitcoin’s potential to be 
exploited for money laundering or terrorist financing, and our focus 
on these vulnerabilities will continue to grow in concert with vir- 
tual currency’s popularity, acceptance, and expanded use both do- 
mestically and internationally. 


RESPONSE TO WRITTEN QUESTIONS OF SENATOR KIRK FROM 

PAUL SMOCER 

Q.l. Ms. Tunstall notes in her testimony that “virtual currencies 
could be attractive to large financial institutions if the fees asso- 
ciate with virtual currency transactions, including the exchange 
fees, are lower than the fees accompanying other payments {i.e., 
interchange fees). What do you anticipate would give mainstream 
financial service providers and other electronic payment systems 
the comfort to enter into the digital currency space? 

A.l. At this time, we are not seeing financial institutions moving 
to digital currencies. This can mostly be attributed to the number 
of potential fraud and security risks due to the lack of oversight of 
the entities participating in this space. Once the currencies are 
able to prove their ability to operate in a safe environment with the 
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ability to mitigate their risks, we may see a move to virtual cur- 
rencies. 

Q.2. Do you believe that, as with mobile payments and other new 
technologies, companies will become more comfortable with digital 
currencies in other countries before working to adopt them in the 
United States? 

A.2. Often the reason these new technologies are adopted in other 
countries is their lack of banking and consumer protection regula- 
tions. This allows companies to experiment more with new tech- 
nologies. Given the mature regulatory environment in the United 
States, we are likely to see a delay in the adoption of these types 
of technologies. Though, by having this delay, we will be able to 
make sure technologies protect consumers and ensure the safety 
and soundness of our financial markets. 

Q.3. Where do you think the financial services industry is in terms 
of its own understanding, appreciation or lack thereof for virtual 
currencies? 

A.3. The financial services industry has watched this market grow 
since its inception, so I think there is an understanding of virtual 
currencies. We continue to identify ways to leverage the currency 
meet consumer needs while ensuring appropriate protections. This 
we are still trying to understand and will require much more time 
to make sure we get it right. 

Q.4. Is there a working group, taskforce or public-private group 
that industry is participating with to develop best practices or 
standards? Do you think there is a willingness of industry to par- 
ticipate with Government on such taskforces to study and better 
understand how to promote the good within the industry and fur- 
ther hamper the bad? 

A.4. I am not aware of any existing efforts to develop best practices 
or standards. The sector would be willing to participate with the 
Government as this area expands. We’d be happy to facilitate any 
discussion that may need to take place. 


RESPONSE TO WRITTEN QUESTION OF SENATOR KIRK FROM 
SARAH JANE HUGHES 

Q.l. In your testimony, you recommend that we retain the current 
division of regulation between the States and the Federal Govern- 
ment — with prudential regulation of the nondepository providers of 
new payments systems with the States and retaining the anti- 
money laundering, anti-terrorism and economic sanctions regula- 
tions with the Federal Government. How do States ensure that 
they are coordinating the oversight of these new developing indus- 
tries with other States and also that the Federal Government is 
able to track the illicit activities in new technologies such as vir- 
tual currencies? 

A.l. Thank you. Senator Kirk, for this interesting question. 

I remain persuaded that the current division of regulatory au- 
thority between the States and Federal Government that I men- 
tioned in my testimony is the correct alignment of responsibilities 
for licensure, supervision and examination of nondepository pro- 
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viders, including providers of virtual currencies. Looking back at 
the record that FinCEN has had over the past decade in connection 
with the regulation of emerging payments systems for AML pur- 
poses, FinCEN has shown a careful development and articulation 
of standards for stored value devices and, more recently, for virtual 
currencies. I certainly think, and FinCEN Director Jennifer 
Calvery Shasky did not dispute, that FinCEN has all of the author- 
ity it needs to continue to monitor, supervise and issue guidance 
for virtual currencies consistent with its mandate from Congress. 
Although no representative from OF AC testified at the November 
19, 2013 hearing, based in part on my knowledge of and confidence 
in OF AC’s remarkable staff, I would think OFAC also has all of the 
authority it would need to handle the enforcement of economic 
sanctions against any virtual currency provider or exchange that 
violated U.S. economic sanctions law. 

The prudential regulation of nonbank providers of financial prod- 
ucts and services has long been the province of the States. The 
States generally assign responsibility for prudential regulation and 
supervision of nonbank providers to the same agency or depart- 
ment that serves as the prudential regulator for State-chartered 
banks and credit unions, as well as nondepository providers. In Illi- 
nois, the Department of Financial & Professional Regulation has 
responsibilities for all of these providers. In Indiana, the Indiana 
Department of Financial Institutions performs these functions. 
And, in New York, the newly renamed Department of Financial 
Services, has these responsibilities, as well as prudential regulation 
and supervision of insurance companies. 

These departments and agencies have powers — not unlike those 
of Federal bank regulators — to examine the books and records of 
the providers they license and to impose corrective action measures 
on their licensees that are comparable to the powers exercised by 
Federal bank regulators. They also tend to have more “boots on the 
ground” and regular contact with nondepository providers than a 
Federal agency is likely to provide. This was made clear to me 
early in my career when I worked for the Federal Trade Commis- 
sion, which had jurisdiction over 1.5 million nondepository pro- 
viders of consumer credit products, including a far more decentral- 
ized consumer credit reporting industry than today, and about 20 
attorneys nationwide to handle their compliance with Federal con- 
sumer credit protection laws. 

The various State regulators work bilaterally and regionally with 
each other and have for many decades, including their regional 
compacts that presaged interstate banking and branching in the 
1980s. At the national level, the widely regarded Conference of 
State Bank Supervisors with which Members of the Committee are 
familiar provides a variety of services to State bank supervisors. 
Prominent among their more recent services is a multi-State licens- 
ing service, in response to the Secure and Fair Enforcement of 
Mortgage Licensing Act of 2008 (SAFE Act), that handles licensing 
of mortgage originators and additional types of nondepository pro- 
viders at the request of the States. States have been joining this 
service in the past year, and not only for mortgage originators but 
also for other nondepository providers. With the type of successes 
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this program has had, I am firmly of the view that Congress should 
not fix what is not broken. 

Moreover, and thinking specifically about virtual currencies, 
without a widespread adoption of a payment system — and virtual 
currencies are not yet widely adopted — it is too early to add regu- 
latory requirements for them. A more measured approach, such as 
FinCEN has taken with respect to its guidance to virtual currency 
participants in 2013 and 2014, has the benefit of addressing emerg- 
ing areas of concern in a new payment mechanism and allowing 
suitable innovations to occur. The current approach — of registra- 
tion with FinCEN and licensure from the States — is more than 
adequate regulation of the emerging field of virtual currencies at 
this time in my opinion. FinCEN’s work is complemented by State 
“money transmitter” licensing and prudential regulation for pro- 
viders of virtual currencies, mobile payments, and PayPal, just to 
name a few examples with which readers of the hearing’s pro- 
ceedings are likely to be familiar. 

Several reporters have pressed me for ideas about what types of 
“consumer protections” Congress should adopt for virtual cur- 
rencies. I have told each what I said in my prepared testimony: 
that it is early days for regulating virtual currencies for consumer 
protection purposes beyond the FinCEN and State-based regula- 
tions already in place. I would expand my prepared testimony to 
highlight that “early days” occasionally last a long time. For exam- 
ple, travelers’ checks were first issued about 100 years ago. Only 
in the 1980s did the States begin to include them under State pay- 
ments law, their versions of Article 3 of the Uniform Commercial 
Code. Similarly, “wire transfers” closely followed the advent of the 
telegraph but were not governed by law — as opposed to bilateral 
contracts or system rules until the 1980s. 

Additionally, so far, we have few examples of problems with 
bitcoins transactions. This was truer 6 months ago than it is 
today — following announcement of exchange closures or disappear- 
ances, or of freezes on withdrawals for customers by exchange oper- 
ators. 

In the United States, and also elsewhere in the world, govern- 
ments have decades of examples of ways to regulate payments, in- 
cluding electronic payments. So, I would like to see us use existing 
laws and frameworks, including system rules, bilateral contracts, 
and State law prudential regulation as well as the steps FinCEN 
has already taken before we write new rules for currencies that, 
like those of the mid-1990s, might sound great today and be gone 
tomorrow. 

Last, if the United States were to move beyond our current mix 
of registration with FinCEN and compliance with licensure and 
prudential regulation by the States, and whatever bits of “law” in 
the United States cover the type of problem being seen, we may 
have to recognize that a domestic solution may not suffice in an 
arena that includes significant players abroad. With more than 50 
percent of the bitcoins held in exchanges whose “locations” are 
abroad, domestic consumer protections could prove too difficult for 
consumers to enforce, but their expectations of enforcement help 
would have been raised. 
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR KIRK FROM 
ANTHONY GALLIPPI 

Q.l. Is BitPay synonymous with a Paypal but for Virtual Cur- 
rency? 

A.I. BitPay is strictly a merchant service, so a better analogy 
would be the “First Data” or the “Authorize.net” of virtual cur- 
rency. BitPay does not have any consumer facing products. The 
company only clears and settles payments for merchants who want 
to accept virtual currency as a payment option. 

Q.2. Is BitPay registered as a Money Service Business (MSB) with 
FinCen? 

A.2. FinCEN’s guidance that “virtual currency” is a type of money 
and should be treated like “real currency” is a step in the right di- 
rection. We have always worked under the impression that virtual 
currency is money, so we are glad that FinCEN now agrees with 
that position. 

The heart of FinCEN’s guidance recommends that activities 
which are classified as Money Services Businesses (MSB) or Money 
Transmission Businesses (MTB) should be applied equally to both 
real currency and virtual currency. Therefore activities such as re- 
mittance and check cashing would be regulated whether the type 
of money is real or virtual. 

We should pay close attention to footnote #10 of the March 2013 
FinCEN guidance, which states: 

10 FinCEN’s regulations provide that whether a person is 
a money transmitter is a matter of facts and cir- 
cumstances. The regulations identify six circumstances 
under which a person is not a money transmitter, despite 
accepting and transmitting currency, funds, or value that 
substitutes for currency. 31 CFR § 1010.100(ff)(5)(ii)(A)- 
(F). 

Looking up the six exemption circumstances in 31 CFR § 
1010.100(ff)(5) will return the following: 

(ii) Facts and circumstances; Limitations. Whether a person is a 
money transmitter as described in this section is a matter of 
facts and circumstances. The term “money transmitter” shall 
not include a person that only: 

(A) Provides the delivery, communication, or network access 
services used by a money transmitter to support money 
transmission services; 

(B) Acts as a payment processor to facilitate the pur- 
chase of, or payment of a hill for, a good or service 
through a clearance andsettlement system hy agree- 
ment with the creditor or seller; 

(C) Operates a clearance and settlement system or otherwise 
acts as an intermediary solely between BSA regulated in- 
stitutions. This includes but is not limited to the Fedwire 
system, electronic funds transfer networks, certain reg- 
istered clearing agencies regulated by the Securities and 
Exchange Commission (“SEC”), and derivatives clearing 



78 


organizations, or other clearinghouse arrangements estab- 
lished by a financial agency or institution; 

(D) Physically transports currency, other monetary instru- 
ments, other commercial paper, or other value that sub- 
stitutes for currency as a person primarily engaged in such 
business, such as an armored car, from one person to the 
same person at another location or to an account belonging 
to the same person at a financial institution, provided that 
the person engaged in physical transportation has no more 
than a custodial interest in the currency, other monetary 
instruments, other commercial paper, or other value at 
any point during the transportation; 

(E) Provides prepaid access; or 

(F) Accepts and transmits funds only integral to the 
sale of goods or the provision of services, other than 
money transmission services, by the person who is 
accepting and transmitting the funds. 

We have highlighted exemptions (B) and (F) which describe the 
activities performed by BitPay. The IRS has defined rules for 
classifying Payment Processors, or Payment Settlement Entities 
(PSE) in 2008 with the Internal Revenue Code 6050W. This ruling 
and others clearly state that Payment Processors and Payment Set- 
tlement Entities are not Money Transmitters. 

BitPay has a contractual agreement with our sellers for trans- 
action processing, clearance, and settlement of funds that arrive for 
a given merchant account. BitPay does not have any contractual 
agreement with any sender of funds, and does not engage in any 
activities that would be considered Money Transmission activities. 

Q.3. You are obviously on the forefront of these technologies — do 
you think that it is the anonymity or the privacy that is so attrac- 
tive to virtual currencies? Would it not make more sense to ensure 
privacy (account information, etc.) but not grant total anonymity? 
Where is the industry heading on the issue of anonymity? 

A.3. Bitcoin transactions and the Bitcoin network operate dif- 
ferently than traditional banking products. With a traditional 
banking product, the user expects a level of privacy where their 
bank is not broadcasting all of the users transactions to the outside 
world. With Bitcoin, every transaction is broadcast to the whole 
world, and remains public record on the Bitcoin blockchain indefi- 
nitely. The public blockchain is the cornerstone of Bitcoin. 

Because every transaction is public record, users of Bitcoin must 
maintain their privacy. This is important for both individuals and 
businesses. For example, if a company is paying one of their sup- 
pliers with bitcoin, the company will not want their competitor to 
be able to reverse engineer their funds flows. Another example is 
an employee that receives payment from his employer in bitcoin 
has an expected level of privacy where his employer cannot see 
where the money is spent. 

Given all of the benefits of bitcoin and virtual currencies, we 
think that the anonymity is not the main factor driving its adop- 
tion (because it is not really anonymous). All of our businesses cli- 
ents prefer bitcoin because it is a far lower risk and lower cost form 
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of payment, compared to credit cards and the other options they 
have today. 

Q.4. Ben Lawsky, the Superintendent of the NY Department of Fi- 
nancial Services was recently interviewed talking about the hear- 
ing that his department planned to hold on reviewing interconnec- 
tion between money transmission regulations and virtual cur- 
rencies and possibly considering a “BitLicense” specific to virtual 
currency transactions and activities. While he said that he did not 
think that this license and regulation would kill the industry he 
also noted that it was not his intent. Do you think that this is 
something that would potentially kill or severely impede this in- 
dustry? 

A.4. Money Transmission activities are currently regulated by the 
States. I think the existing laws are adequate. If a company is 
doing Money Transmission or Money Service activities, they need 
a license. If they are not doing those activities, they do not. The 
key criteria to determine whether an activity is considered money 
Transmission, as outlined by FinCEN and the States, covers two 
requirements: 1) is the consumer at risk of loss? and 2) is the prod- 
uct coming out the other end a form of money or currency? In addi- 
tion, I feel that any type of license that would be discriminatory to- 
ward one type of business would probably impede the industry. 

Q.5. While Tor was created by the U.S. Government and has been 
used in the past for good purposes — such as anonymizing financing 
of revolutions against tyrannical oppressive regimes, do you believe 
that it (Tor) is still necessary? 

A.5. We believe Tor has a right to exist and people have the choice 
to use that product or use a different Web browser. 

Q.6. Just a little over a week ago, there was a report from an Aus- 
tralian man that he had 4,100 bitcoins, worth more than $1.1 mil- 
lion, stolen from him. This alleged theft is one of the largest since 
Bitcoin was created 4 years ago. I know that Bitcoin developers 
and others have worked to put into place safe guards and have 
worked to prevent incidents such as this — ^but with this recent 
event can you tell us how progress on that front is going? 

A.6. The security around Bitcoin is extremely important. New fea- 
tures such as multi-signature transactions will greatly reduce the 
risk of thefts. With a multi-signature transaction, funds are locked 
with a minimum of 3 keys (could be more) and a minimum of 2 
keys are required to move the funds. If a hacker were to gain ac- 
cess to one private key, they could not steal the funds. We believe 
the technical solution of multi-signature will solve this problem, 
and I expect its use to be more widespread in 2014, reducing thefts. 

Q.7. Is there a working group, taskforce or public-private group 
that industry is participating with to develop best practices or 
standards? Do you think that there is a willingness of industry to 
participate with government on such taskforces to study and better 
understand how to promote the good within the industry and fur- 
ther impede the bad actors? 

A.7. We share the Committee’s goals to develop best practices and 
prevent the bad actors from using our service. Many lessons and 
practices from the banking and credit card industry apply to vir- 
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tual currencies, and those practices are being adopted. There are 
several groups that are working to bring these experiences into the 
startup companies: The Bitcoin Foundation and DATA are two that 
our company is involved with. I believe the many years of experi- 
ence that our banks and processors have in compliance and 
antimoney laundering policies will greatly assist the startup com- 
panies. 
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CHIEf EXECUTIVE OPHCER. THINK COMPUTER CORPORATION 

BEKIRETHE 

U\SENAIEC.0MMirrEEONBANKINaHUUSINCAN0UKB.ANAI'?AIR-S 

NOVEMBER 19,2013 

Mr. Choirimn .tnJ memhen (he Cumriuuee, ib^nk yM for thn c^pporoirat) U) concribate irn' 
(bou^b Ain i (opie that I bebcNt ii ol’^( imporuih-e u*' our lUQon'i econonur future. 
Intmdurlion 

I am ilic [bunder uf a sarmp technolog)' company' located in Mountain Mew. California inlled 
Think Conipwet CorporaOon f ' Think*!. Think b^pii ilevelopin^ m patented l^c eCash* mobile 
payment s^'stem. which uses a distal image of a consumer's face to reduce thud and lower interchange 
fees at the point nf sale, in 2004. Pacei'a})! wasopennoful at a number of retail nienhaiiB in the 
Bay.Vea uuti] July 1,2011. when Think was rnn:cd to ibut it down due to passage cl the CiBrornia 
Mone^’Transmisaon Act TMTA"). one ofapprownutciy forty-sei'en state monej' iransmiflion laws 
C'MTLs") implicitly authorized by C oi^ess pursuant to 18 U.S.C, § I%0 {"Sociion IVea)"). an aim- 
drugstauite introduced in 1442 long before the commercial internet- 1« alone mobile paymenu or 
MTOial .TirreiKies- -even existed. Section 1 9ti0 has ance been updated by the USA PATRIOT Act 
(0 address concerrs regarding terrorisni, but not technology. 


Think does not have vtntuie capul backing which became a maierul Cictor as the roiiutntny 
tlewnbcd herein developcil I wu I'ortunilc cnougli to attend lUnard CoDcgr fmm 20iM*2f'04.wlieir 1 dc- 
ngiicd ind developed the predecessor to hcebook. Inc, Think reached a confideniu) settlement agfcernem 
wiib Faceboolc, Inc. in 2tH)9 Since then. I bast abo speni nine is a CodeX hdinw at Sunfoid Law Schools 
Center for Legal Infoimatin. 
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With Its new authority under Section 1960 and the MTA, the California Department of Pinauaal 
Insutuiions (“DFI", since merged into the Cahfornia Department of Business Os’etsighl, or "DBO") 
required me to appear at a mandatory pre-apphanon interaiew at the DFTs San Francisco offices 
after I nude a umely inquiry about the process of applying for a license. At that meeting, the 
Deputy Coniniissioiier for .Money Transmission, Robert Venchiarutti. threatened both Think anil 
me perHiiuUy in a variety of ways, including incarcerabon, thanks to my qucsbons about the new 
law and an unwntten deparbuenul standard (what the Cahfomia OlEce of Admmisnabve Law calls 
an "underground regulanon"). The Deputy Commissioner strongly implied that be would refuse to 
grant Think a liceine under the MTA. which would cause Think to violate the law if it conanued 
to operate FaceCasli. Even after protracted attempts— including appeals to DFTs parent agency, 
the Governor of Califorraa, both houses of the California legislature, and Congress— to secure the 
informabon necessary to apply for a hceiise,sucb as the tnir (and sbU unwritten) capital reqmrement 
under the new law.'Fhink was unable to determine the OFI's demands. andThnik evenuiaily filed a 
federal lawsuit against the Governor of Caliform.i aiul the DFI in November, 2011. The lawsuit ts 
sbil pending.' .All ofThink's employees were laid olT. 


To he clear. FaceCadi was a legibmale and wcii-recaved iiuuabve about which no complamts were 
ever filed with any agencysiale or federal. FaceCash did not ;uid does not make use of bitcciu or any 
other so-called virtual currencies. At the nme that this dispute arose over the MTA’s requirements. 
FaceCash could only he used to process United States Dollats, which was a deliberate decision on 
my part to nuninuze financial risk. Nonetlieless. as has been chrified by FinCEN CuidaiKe FIN- 


’ Sec btt|ii://www.facecash,rom/lcgal/l)rown.himl for rormpondcncc icgaiding'rhink’s atienipis lo 
obtain a license under the MTA, and hltp://www.[daiiisite.oig/flislilight/raseJinul?id=7Ifi056 lor ibc Utest 
docket mformation coitccrimig the lawsuit. Case No. S:1 1 -cv-05496*HRi in the Northeni District of Cah- 
fornia. Think has been waning on Magistnie judge Howard R Liuyd to rule upon the Sure of Califomiai 
motion to dismiss for 643 daye— neadv two years— as of the dare of ihu heanng. In the mobon haniig on 
Apnl 17, 2012. Judge Lloyd rematked,’’! think that the ntintion cries out for lome more legislative soln- 
bon." 
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2013-G001 issued on March 18, 2013, ihe same state Mils apply to virtual mrrency operators 
as apply to money transmitters running mobile payment systems, riiereforc, the ibscussion about 
bitcoin and wttial currency really boils doivn to a discussion of the effecmieness of sute MTLs and 
Seaton 1%0. which authorizes them, 

paceCash could have been ofiminciise benefit to businesses, consumen .and government had it been 

allowed to llounsli, and it can still be with appiupnale legislative acdon. A ntoderii replacement for 

plastic payment cards tliat makes point of sale transactions more secure, FaceCash is more convenient 

and less expensive ihan just about any other payment system. In place of the tradinorul cani 

signature on tile back of the card, a digital mn^e of the consumer's face is used to verify identity, and 

because Think detvioped Its otvn network b.tsed on moilem leclraologies, there is no need to use 

the Aging plasuc card technology inlrastructure. saving on costs. Imporuntly, FaceCash an capture 

line item-level iraiisacuon data, wluch even die niosi exclusive oml expensive plasuc payment ards 

cannot. This alone has enormous impllauous for businesses large and sinali. who could use such 

data to aiuoniatc accounting fuucdons. including tax preparadoii. 

I. Problems wiih .Slale Money Transmission Taws Generally 

A. The .Slale Money Transmission Patchwork Projects l,arge Financial 
Companies. While Disproporlionatelv Harming Low-Income Consumers 
and Small Businesses Through ihc liiipoiition of .Monopoly Priemg 


Setung out the nominal purpose of die M TA. which u gcner.tlly no different from that of odier 

sales' money transmission suentes. California Finanaal Code$3lX)1(d) sates: 

‘To protect the interests of consumers of money transmission husine.«es in this sute, to 
maintain public confidence m fiiiaiicul insumuons doing business in this state, and to 
preserve the health, safety, and general welfare of the people of this sute, it is necessary to 
regulate money transmission businesses in dm sute." 


This text was drafted by a lobbying group comprised of several imilu-btihoii dollar financial 
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instituiians oiling itself The Money Services kound Table f'TMSRT”)', acting through its chief 
lobbyist, lira Levine (formerly of tlie defunct Howrey LLP, now with Morrison & Focrster LLP), 
mth the addinoiul frequent help of die CJifonvia DPI, According to TMSRTs August 18, 2000 
comment letter to FtnCEN and the Federal Reserve System, the members of TMSRT are. "the 
leading lUtioiial non-bank frimh transmitters in the United States including.Westetn Union Fiiiaticial 
Services, Inc.. MoneyGram International, Travele.v Currency Services, Inc., Integrated Payment 
Systems. American txpiess Travel Related Services. RIA Financial Services, Comdata Network, hic. 
and Sigue Corporation.''' 

Fiir roughly the past decade, Mr. Leviue has hlerally made it his btismess to pass lauv similar to 
the MTA in states throiigliout the nanon, slighdy modifying them in each instance to suit the 
parncular feais of state legislators and bureauaits— but most of all. to suit the needs of his cHents. 
the inember companies ofTMSRl According to Mr. Levine's bit^aphy as prepared for the 2000 
Global Consumers Money Transfer Confereiice,"He has had an aenve role m the emetraent of the 
money transmitter lawv in O^oa Mimiesota.Vkashmgtoii. Iowa. West Virg)ma. Illinois, Wyoming. 
Nordi Caroliai, Florida. Idaho, North Dakota. New Jersey, Tennessee. Maine, Vermont, .Arlaoua, die 
District of Colombia and Inihana." Smee that biography was wriiten. be and tus chenB have also 
succeeded in cunsinicDng niicoosatuiional lam; m Hawaii, ami now, Cahfotnia. 

.As coticented as these mulii-nanonal con^omenites may he about consumers— and there is no 
evidence whaKoever that ibey actually are concerned— they are also clearly concerned about 
themselves, which is why they pay Mr. Levine to ensure that no new compcdiocs widt mote 
advanced technologies are permitted to enter the payment industry and render their overpriced 

’ TMSRT. framieriy known as the Non-Bank Funds Transmitter; Group was the sole sponsor of the 
MIA. 

' According to a Fehmiry 23, 2Ci01 conunenr Icuer. meniheis of the Non-Bank Funds Tnnsmitten 
Croup at that time also included Citicorp Services. Inc. and T homas Cook, Inc. 
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services obsolete. In other words, the ihinlv-veiled core purpose of modern MTLa is economic 
protectionism. and nothing more. 

The effects of money transmission laws ate mostly felt by low-income constimets, and esperially 
mnnigrants. who liave almost no choice but to patronize merabeis ofTMSRT when they send or 
receive money from foreign rountties. The prices of funds iraiisfers and currency conversion are 
considerably higher tlian they would offierwise be due to these laws.* 

The laws also have a disproporoonate effect on small businesses, who lack the bargaining power 
necessary to force credit and debit ard issuers to lower interchange fees. This problem lias recently 
been so pronounced dial Congress enacted the Durhm .Ameiidmeiii to the Dodd-Frank Wall Street 
Reform and Cocisiuner Prottctioii Act of 3010 to lower debit (but not credit) card mterchangp 
fees, perhaps not iiiliy reahzmg the lole of state laws in coiltnbnling to the unnsuai opward trend m 
interchange pricmg. The most promising new payment models liiat compete witli credit and debit 
cards necessarily involve money transmission. 

Of course, when businesses ate forced to charge higher prices to cover their payment ptocessii^ 
cosla. as many oftHi do. average consumeis eod op bort as well. In a time of economic iuslabihty, 
this is most unforiuoaie. 

B. Member Com panies of T. M.SRT. Which Sponsored Several MTLs. Have 

RepetlwUy Engaged in Criminal Activity Involving Money Trammission. 

Illuslraling the Inell'cclivonesi of .MTl s 

On November 9, 3012. the United Suies Department of Justice fUSDOf) filed cnmnial felony 
charges agunst MsUieyGram Inlernauoiial. Inc. T'.MoneyGram") in Pennsylvania Middle District 


' See "New Rules for Money Ttansfeis.but Few liiiuis,’’jeaica Sdvcr-Gietnberg, Tht NefYutkTima, 
June 1,2012, hUpy/vvvvwaiviuiirsconi/SU/OiVfG/lMsuior/new-nilo-fbrmioiiey'aniiaeis-bui-iiw-hniisiiniL 
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Court, Case No. 1 : 1 2-0-0029 l-CCC " MoneyGram is one ofapproidmately sue members ofTMSRT 
the lobbying group lliat was the sislc sponsor of the M TA. The USDOJ accused MoneyGram of 
perpetnttuag a fraud costing the Amenau public approidnutely $120 million owr a penod of 
almost a decade. Three weeks after the USDOJ filed charges. MoneyGram agreed to setde the 
allcjjiidons for $I(X) tniUioii. A division of MoneyGram, MoneyGram Piyinent Services, Inc, Is 
sdll in possession of Cahfornia Money Transmission License No. 1910 despite the USDOj's serious 
allegauons In fact, no state regulator of money services businesses has ever taken anv acUon at all 
against MoneyGram as a result of this lunonwide fraud. 

Siimlarly. in 3008, SigUe Corporauoo, .mother member of TMSRT, entered inui a deferred 
prosecuDoD agreement with the USDOJ and agreed to forfeit $15 milhon due to Bank Seoecy 
Act violadotis.' Despite these serious ttansgressions, it sdll possesses California Money Transmission 
|jceiiseNo.2062. 

These alleged enmirnd acuons and the restdung federal investigidotts rdnl'orce three points. First 
state regulators have eOectivuly failed to enforce the laws they are charged with enfordng. Second, 
the federal government is in a far K'ttcr posinon to invesugate and regulate money transmission 
activity, bodi because the federal government has ntore resources, and beeause money ttatismission 
by its very nature crosses sate hties. Third, in addinon to being uncoustitudonal on their face and 
as apphed, state Ml U are inelfecdve at both prevendng illegd activity and protecting consumers, 
This is especially evident now that a number of well-publiciaed lailures of and diefts from bitcoin 
exchanges havie transpired, in elTect. the sute MTL patchwork forces consumers into the arms of 
crimiiuls.somc of whom are rich enougji to possess licenses, but most of whom arc not. 


Sec http://www.plauisiitorg/|lasblight/cisehtral?id=2334104 for docket iiifotmauiin. 

See liup://wwwjuaice.gov/oi«j'pr/2i«)8/Janiury/oS_crm_tlii8,hunl for more infornMIion. 
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C. Direct ConflicH with (he United Smiea Corotitulion in ihe InMeaet Ap t 

Since cite pioneers of traditioiul money orders begm mosing funds from place to place in the 
inneteemh century, the country has changed cunsidenbly Today, the internet peimits msiant 
electronic thuds transfers ihaiunol recently svere inconceivable. Wtiia) airrencies such as bitcom are 
merely the latest iteniuon in the long history of electronic funds transfer, but are hardly novel from 
an accoutmng or regitlatory perspechsv. Bitcoins main notable attribute is the nature of its supply, 
which is to say that it is obtained througji so-called "mining," or the compulation of ntathenuucal 
problems of inaeasing difficulty. Regulation comes into play because once mined even despite the 
lack of a central authority to govern supply (winch is ffited instead), a bitcssiu can be exchanged iot 
ralue electronically over the inicrnei, just like a dollar on FaceCish or PayPal. 

.Ml Ls started to come into being on a state-by-slate basts in the I9o0s in response to locahaed crises 
insolviitg fraud. IWeral Uw'bolsieni^ those suit’ laws, in the fornioft8U,S.C,5 I96IX came into 
being in I9'.I2 as part of H.R. 53.14, the Housing and Community Development Act.® It w:is not 
mini IWS that the Nadonal Saeiice Foundation allowed the commeroializadon of the internet. 
me.uiing liul the majority of today's regulatory regime enneerning money transmission is obsolete, 
failing to account for massive changes m market condiuons. 


Fundamentally, in an enviromnent where money can and often does chat^ hands electronically in 

the blink of an eye. whetlier across a disunce measured in feei or diouiands of miles from coast to 

coast, there is no role for suie regulation. According to .Article 1. Section 8. Clause 3 of llie United 

' Before and after the cteauon of 18 US.C { 1960. sevtial alieinpis were made m Coiigiets to pass 
legulaoou that would have diiecicd states to siaudatdize money trausmission laws, with the Ticasiiiy lepoit- 
mg to Congiess on ibcu ptogiess. Such liuguagc is louiid m $ 10 ofH.R.26,tbe Money lauiidenng Eu- 
fofrement .Amendments of 1991 rUoifurm Stale hreiuuig and legulauon of check cashing services.''); § 7 
of H.R. 3113. the Money Laundenng Suppression Act of 1994 ("Uniforro Slate licensing and regulation of 
check caihmg, currency exchange.and money tiansmiUmgbusmcsses.”);andTillc I\v5407 ofH.R3474.tlic 
Comniumcy Development Banking Act of 1994 (iileniical heading) Some of there bills paired m the House 
or the Senate, hut not both simuluneously. 
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States Consnmtion (commonly referred to as the Commerce Clause) and court decisions rendered 
relanvely recently such as Ancnaii Uimms .fssn. u Miki. R Sup|a IbO (S.DJ'J.Y. 19'>7), it is 
uithin Congress's purvietv— and only Congress's purview— to regulate internet commerce * The 
reason why can be illustrated with a ample aiulogy. 

Commercial air traffic is regulated by the Fedenil .Aviation Administration (FAA) because air travul 
almost by dehnitiou requires tliat aircralt cross state borders, and someDines. inlemaiiunal bonders 
as well. Until the advent of die Global Positioning System, it was not always munediately clear 
which sate a particular aircraft was in at any given ume. Had states insisted on reguiatmg the skies, 
airlines and pilots would have been subjei't to a system of regulatory chaiis, eiufangcniig the hves of 
passengers. 

loday, conuneidal internet traffic invdvmg payments (also known as money transmission) is 
regulated by precisely such a system of regulatory chaos." Virmal currenncs aside, it is frequendy 
unclear where a given sender or teapieot of funds is pliyslcally located, even with available 
Imernei Protocol (IP) address informadomit is furdierniore difficult to determine where the funds 
tbemselv'es, which arc symbolic representations of value, arc physiully located. This problem is 


' .Although Congicss is permitted to delegate its auihotity to legulate commeicc to the States, and 
Congress may have done so implicitly via 18 U.S.C § 1960, its delegiiion power is curtailed by the tact that 
for purposes of regulation, the inteniec is a "natioital preserve," .410110001 bbwries .dsm, 0 . Airafa, supu. Even 
if delcgiuoii to the states did occur, il took place ihice ysuis helbre the exisienee of the modem imemei. 
which lias come 10 dominate money cransmission— espcciallv those "eiucrging“ forms of money initsmis. 
non the MTA now lestrirls. (RireCash, in fart, completely ,kpmk upon the mtemet to innsfer the image of 
each consumer's face to inlentet-connected cash registers.) Although Congress's ddegiuoii may hare been 
legitimate m 1992 when it svas luidly consideniig mobile payments, (he heavy im’olvement of internet uafiic 
(oday makes any supposed ik-legaiion presently' uncoiislitutioiul. 

" On June 2I.2012.Mr Lewne nod one oriuscknis.Wcaerii Union. each appeared betore the United 

Slates House Comniittee on Financial Services at a liearuig euniied.*‘Sale and Fair Supervtsiou of Money 
Services Businesses." The airoriiey^liciil relalionslup was not explicitly disclosed, nor were any technology 
compinies heaid [him. At the hcanng, both Mr. Levine and his client lamented the ahsuid complexity of 
the regulatoiy system that they built, and unsurprisingly enconiaged CongRB to do nollnng but hiilher 
entrench the role of the itaies. 
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exacerbated by the steady march of internet-enabled devices in ibe direction of mobibty. Cellular 
mobile devices rely on networks with pooled IP addre.sses that do not teveal die location of a user. 
(Every iPhone and Android device on the iiptint network appears to be in Kansas, for example. 
BlackBerry traffic worldwide often seems to originate in Canada.) In addinon. TCP/IP packets 
leprescniing ttansacdons cross multiple state lines routinely widiin millisecoiida, niiiliona (if not 
billions or trillions) of times pet day. Accordii^y, the burden on emerging money ttansniitters. who 
must comply with the arcane and auachromsne regulations of some forty-seven geogrspbes who ate 
themselves scarcely able to monitor such activity, is immense. The only way to elTecovely monitor 
a modern-day money transmitter is m real-time, electronically, which not one government agency 
actually does. 

Therefore, states lack not only the legal jurisdicrion and authority to regulate money transmission in 
the modern world: diey also lack the experase and equipineiii necessary to track it. Tliai is part of 
the reason why some states that have MTLs have long adtmtted to prospeenve applicants diat tiiey 
do nut even bother enforaiig them unless an applicant has a physical presence in the slate. 

D. Wisicful Spending 

Cii avenge, no slate has more than one himdred registered money transmitters. (Acconling to 
the DBO web site, Cahfomia has roughly sixty-livu a relabvely high number given the immber of 
publicly-trailed tvvhnology companies in ihestate. f)!' those sixty-five, nine are nvwv or at some point 
have been connected loT.MSRTJ Despite the small scale of each stales licensing program, each 
money transmitter is subject to a coraple,x litany of requirements that the suie agency clurged with 
enforang the law niustmomtor. Such monitonng usually ronducted quarterly, requites manpower, 
and that manpower costs money. 


Purthennore, due to the swtepingly broad scope of MTLs and the aforementioned comntuiional 
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issues, keeping such laws on the hooks requires binding for state Attorneys General to defend against 
lawsuits challenging their validity. As previously iiicndoned. Think is presently engiged in one such 
federal lawsuit against the Califorraa DBO. Even though die MTA was laigcly Witten by enormous 
financial conglometates. the law is actually defended by the Oliforraa.Attorney General u.<uij>liitpii)vr 
Mkn, nuking the e.\ira budgetary strain tm die sute government particulatly egregious. In effect, 
the l.vge financial inshmiions (whose nwi legal budgets are plenty laige) have figured out a way not 
only to protect their own economic mleiests, but to charge the laapayer and the stale for defending 
those inietcsu in conn as well. 

Laws that cost .society more than they beuetil society fail the test for consuintioiubty set out by 
the Supreme Court lu Pik ii Brace Climh, fiir., .397 US. 137 (1970). Here, die costs of money 
transmission laws are felt by coundess consumers, bustnesses. an>f state governments. The benefits 
accrue to less than ten companies. 

For all of these reasons, die Commerce .lud Consumer .Tlfaini Committee of die Sute of New 
Hampshire House of Represeiiuhves recendy concluded a smdy of a bill. H.B. 1700 (2012) that 
would completely repeal that sutes own money iransmission law; Chapter TOsf-G. .As of October 
2,2012, the bill to repeal thebw has been recommended for Itgtsladon in 2013 by a vote of 8 in 
favor. 3 against. 

Before Mr. levme and local attorney Marvin S.C. Dang began dicir e.\teiisive lobbying efforis in 
Riwaii on behalf of TMSM in 2006. die Auditor of die Slate of Hawaii issued a report (o die 
Governor and the I ^islature of that slate entided,‘'Suiinse Analysis: Money Ttansinittcn.” regarding 
H.B. No. 2428 of the 2'J04 Regular Sessioii. The report's coudusioii was clear:‘'Moiiey itamuutters 
pose hide nsk of harm to consumers and the pubbe. Some prutecuoos already ensi, and regulaiion 
would likely benefit ceiuin money tniisminers more dian consumers. We conclude that the bill 
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should not be enacted” 


Once TMSRT's Act 153 was sigiicd anyway in 200ti, die f/oiio/ufc Sim Biilkim wrote about die new 
law. which was passed without Mr. Dang benig able to cile even a .single coniplaim about money 
trausmiuen:” 

"Sen. GofdoiiTrimble (R, Dowmown-Waikiki) cast the sole dissenting vote against Hawaii’s 
fust regulation of the money transmitters industry because he said he felt it would raise costs 
for consumers and put soinesinall operauoiis out of business. 

'Many people chose to use unregulated money tramniitteis beausc they provide better 
service for a lower price,’ said Trimble, who first got e.xposed to the cottage side of the 
industry while servitig as a peace corps volutiteer in die Pliilippiiies. 'This legislation is only 
going to force people to pay a lot more to send money home"' 

Today, as residents of die Philippines sull'er the cataclysmic aftermath of Typhoon llaiyan, it ctuts 

mote for Amencans to send them much-needed funds than it otherwise would have, thanks to 

TMSRT's MTI,. 


Bitccen excliangcs espeaally are more risky dian typical money iransimuen because die use of 
bitcoin is presendy limited for the most pact to extremely high-nsk goods and services such as 
gambhi^ and illegal drtijp. By design, bitcoin is also deceutiahaed. which means that like cash sniffed 
in a mattress or a poorly-protected vault, it can eisdy ilisappe.ir. Not a single bitcoin exchange is 
properly hcemed natiorovide in each state widi MTLs; most exchanges haw no state licenses at all 
Many are located overseas to avoid .MTLs enurely. This does not mean that all money uansiiiiiters 
ate iiiherendy high-risk or that bitcoin’s risk profile vvill never change (it may or may nut for a 
host of reasons). Rather, bilcom’s high risk profile should be viewed as the symptom of an aibr^ 
and outdated regulatory structure unable to adapt u< changes in the market. If anything bitcoiii 
proves the need for a comprehensive federal money transmission regulatory fi-amework dial does 

“ See "New law regnlaies tcuismiHen of rnoiic)')' Allison Schaefers, Honolulu Sr.ii Bulkin, June 7, 200(i, 
hup’.r/arfhivcs,!taibulleiin.coni/20nei/iXi/'W/hi«iiiess/-«oryn2.luml 
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not increase the risk to consumers by driving new technologies underground or out of business, 
and that is capable of keeping up with quickly-changing lechnoli^cal trends, whether diey involve 
bitcoin or soinetimig new. 

E. Dislorlions in Ihe Cumpelilive Markel for Payments 

1. Spotty I nl'orcement Causes a Tilled Playing Field 


Except on e.xtremely rare occasions, state agenaes rarely take acnon against unlicensed money 
transmt Iters, If they do take acnon, not all states bother, beause doing so would be require duplicative 
effort, and they instead allow one sute agency to take die lead. This model is nonsensical. Even witli 
coordimung groups such as die Money Transmission (k^latots Association (MTIkA) in place, it 
means that the same entity is often niorutored by more than forty separate agencies so diat only 
one may ulUmately act. ahnosi at random. Stale regulators proudly declare dm to be evidence of 
coordination: really, it is evidence of a broken system with gapii^ holm that allows finaucul fraud 
and narcotics trafficldng to go umietecied. 


It has been well known for years in die paymenls commumty that Dwnlla, Inc., a company that 

purports both to be an “agenT'ofa credit umoii m Iowa, which ills not.® and a “mobde payments" 

company, which is mie only from a purely tecbtUcal perspective, mosdy lacihuied the e.vcbaug; 

of bitcoiiM wluch were frequendy used for ill^ icnvity, such as buying and selling drugs on 

underground Tor sites such as The Silk Road. Not a single sute regulator has ever taken any acnon 

aganisi Dwolla. Inc., aldiougli die Sute of New York Department of Fituncial Services did issue 

Dwnlla, as well as many other bitcoiu-related eiiUnes. subpoenas niAugusl. 3013 due to their lack of 

comphance with MTU, which caused Dwolla to abandon its involvement with bitcoin as receudy 

^ Set "Dwolla. \kndjaii CU Descnlif and Deiend Tlicir Snaiigc Symbiosis." Bailey Reuirel, 
ftyinoiiiSoiw. November b. 2012. blip://www.paymtnlssonKc.com/newsAhvolla-veridiau-cu-describe- 
and-deieml-ihcir-suange-syiubinsis-Xil3326-].hlml?lkPnn(able-l&iiDpagiiiition=l. aho available ai 
htip://www.tbeniembcrsgrDupcani/newsAing-in-ihc-news/dwolla-veridian-cii-deicnbe-and-<te[end- 
dicir-siniigt-symbiosK/ 
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as October 28, 2013. Think is actively engaged in an unfair competition lawsuit" against Dwolla 
and many of these entities, which have, with the help of their venture capital aiul angel investors, 
knowingly exploited the regulatory chaos to profit from as much illegal acnvity as possible. 

2. Investors Who Cheerlead and Profit l-roni Criminal Aciisitv 

Some of these investors luve been fotthriglit about that views on financial regulauon: they believe 
that MITa arc simply a game where the poicniial rewards of“winniiig” far outweigh the costs. At 
an insate-only dinner that was sideouped, Marc .Andreessen, pniidpal of the leading venture capital 
firm Andreessen llorovsiu that has invested millions upon millions of dollars in illegal money services 
businesses, gleefiilly recalled the advice of his lawyer on the topics of blicoln and ict regulators. "The 
good nesw is they're going over who gets to regulate it. Urn, and so your job is to meiilk (hr 
wlule they're hauling it out to see who's in charget” (emphasis added). Laugliter ensued." 

Yishaii Wong, an early PayPal, Inc, employee well-versed in die complexity of Mi l a. Cliief fexecutiw 
Officer of Hedcht, and an angel investor in at least one money services busmeB. stated publicly on 
.March 2. 30 1 1, "if you are a startup who feels tliat the violaaon of a law (or an e.xcursion into a 
grey and quesuonable/uiidcfiiied area of the law) will allow you to create a business tliat provides 
enormous value to people, the lacucally wise thing to do is to move forward and try to build the 
business. .Moreover, if your business is not don^ .something morally egregious (e.g, kilhi^ people) 
but simply violanng the law in a somewliat more minor way. the officers of the company bear little 
more risk dian die company being sued out of existence..."'* 

Mr. Amlreessen's and Mr. Wong's views are shared by an overwhelming majonty of wealthy 

" For docket informaiioii tee http://wwvv.planisite.org/llaahhghl/caac.hinil?id'=2434524. Case No, 
5: U-ev-92054-EJD. .Noithern Dmiici of Californii. 

" See http://pindadai)y.cam/2013/ lO/Oj/andreessen-bitcoin-is-lifcc-tlie-ejriy-intenici/. 

See Yishan Wong's iimvirto "Aiibnb: Why has Airbnb not been sued or legiilaied out ofexutence’", 
hups;//www.quoraconi/Airbnb/Wliy-lias-Aiibiib-noi-heen-sucd-or-iegulucd-oui-or-exisleiice. 
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technology investora who have placed investments in the most popular brands in the paynieuls space 
In private conversations, some have contideil that although (hey believe federal regulation of money 
transmission is die right and only answer to the problem of inconsistent, meffecave and onerous 
sute MTLs, they will not speak up, effeelai'ely because the potential prolits to be made Com simply 
Ignoring the current, broken system are too lucraove to sacrifice The fact that consumen and their 
law-abiding compentors are injured by ihar dehberaiely uulasvfiil approach does not concern them 
in the least. The messi^ Com these respected uivestors is clear: success at any cost is fine;laws are 
for other people. 

3. “Consullanls’' Who Were “Regulators” The Day Before 

At least iD Califoniia,il is not a mere coincidence that enforcement of MTLs had been so spotty 
and lackluster while high-profile startups with millions of dolks publicly announce their intent 
to violate the law practically weekly. Consulting firms such as Pnimoiitory hiiandal Group lead 
the way in helping dieir elite clients evade MTLs. The most glarii^ example of this was visible on 
October 1 7, 20 13 when the Roandil Women of San Francisco held an event called "New Payments 
Networks and Virtual Cuireuriesi Are They the Future of Payments?" at whidi virtual currency 
entrepreneurs Com Ripple Labs. Coinbase and Owolla presented their views on a panel. (Dwolia 
caiiceUeil at the Iasi minute.) All tliree companies, none of which have even apphed for a license 
under the MTA m California (making their founders and luvvslors federal felons), sliarc more than 
just an interest in fmandal technologj^diey also have a common investor; Andreessen Horowini, 
The panel's moderator was none other than Wilham Flanf. until recently Commissioner of the 
California DFI. on whose watch the MTA was implemented. Mr. Harafis new Managing Director 
at Promontory Finanaal Group it was suggested by a farmer Promontory Director in atteiidaiice 
at the event that the panelists were also Promontory cheiiis. That individual was a former Director, 
and not sail a Director, beause he had been forced to resign horn Promontory when he decided 
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to join the team at one of the panelist's companies, a Piomontorv client, which focuses on virtual 
airrency. 


P. Rednmlanc-y 


T be federal prosecutors who most often handle cases im'jlMiig complex financial crimes already 
have an arsenal of salutes at their thsposal. Sate MTLs, and even Section l')60, are rarely invotol 
and generally redundant in the context of these other sumtes. Covering a roughly twenty-year 
period, uadonwide case data from PlaiiiSite (http://www.plainsitc.otg) .show; 

• Id U.S.C J 1341 (Frauds and swindles); 3, .545 cases 

• 18 U.S.C $ 1343 (hraud by wire, radio, or television): 23^1 cases 

S/4 kap:f fltlK 

• IS U.S.C. § 1056 (linindering of monetary inslrumenu): 3,306 cases 
Sttkap: 

• 18 U.S.C % l'/37 (Fingaging in monetary transactions in property derived from 
specilied unlawful activity); 756 cases 

.'vi 1W3 

• 18 U.S.C. 2314 ('I ranspiirtation of stolen goods, securities, moneys, frauduleiil 
State tax stamps, or articles used in counterfeiting): 9tS cases 

• 31 U.S.C.$ 5324 (Structuring iraasaclions to evade reporting requirement 
prohibited): 354 cases 

Itap:/ 'iiw4'imittc<ig'UM>miei.kw!ltU^SVliS 


Compare these dgur* icr. 


• 18 U.S.C. { 1960 (Prohibition of unlicensed money transmitting businesses): 66 cjse.t 

Of the few cases invoking Secuon 1900. many already invoke at least one of the other sutiues listed 
above. Clearly, prcKeaiu>B can soil easily do their jobs when it comes to fiiwnd;il crime without 
state money transmission laws. .Most would likely agree that their jobs would be easier with a single 
updated feden) statute. 
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G. Surely Bonds are Ineffective. InefEcieni and Cosily Iniatance Meclmniams 
T'luit Will Become lurraninglv ImulBrieut whh ihe Rile of MobDe 
Payments 

A monej’ iransnutter wishing to Jo business in the United Slates of.kinenca must presently pay for 
almost hfty surety bonds of varying ainounis witli a total worth of approxiniately S3b million— 
annually. Even ala premium rate of 5%, this represenlsaSl miihon annual expenditure. Aside from 
being impossible to afford for most sbiriups, who might be lucky to raise a Ibcuon of that amount 
in angel or venture capital financing, the insurance mechanism doesn't esvii make sense. 

The Cahfomia MTA's maidmttra bond requirement is $9 nuUlon according to Hnincial Code § 
3037(f), which e.\plicilly combines die t2 miihon maxniium for "stored value" with the $7 million 
ina.\imura for “receiving money for transmission." Aside from the fact that these numbers are totally 
arbitrary, diey’ are also far too small. A la^e money itansiniiter such as PayPal holds far more ilian $9 
million in consumer funds, if PayRiTs parent company, eBay, Inc. were to suffer a sodden collapse for 
wlutever reason, the funds held by PayPiTs custonieis would be mostly uninsured. PayPal customers 
would be lucky to receive pennies on the dollar 

Contrast tliis to FDIC insurance, vs'hich presendy covets every bank account in the United States up 
to $250,000. All bank pay premiums to die FDIC based on risk, and those pooled premiums serve 
as insurance This system works heause the risk of one bank fading is spread out across all hanks. 

For money transmitters, each eiiuty is required to shoulder the frill bunleti of its own poiennal 
fadure. Even though an insurance provider bacbng surety bonds can collect prenuinns from multiple 
money transmitters, ofietong lh.it pmider's own risk, this does hide to olSel the nsk to ni.U(mKi5 of 
any one failure, because the bonds only insure one pany acb. 


In short, the surety bond system used m place of FDIC insurance for money ttansmitters is hardly 
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more [ban smoke and minors, It olTers ton bttle protecnon for Luge players, and is pruhibibvely 
expenase for \astly over-insured small ones. And for customers of tbe riskiest cntiiies who have no 
licenses, e.g. bitcoin e.xchani 5 e$. it offers no protecnon at all. 

As mobile paymenis and virtual currencies (and therefore money iransniission) become more 

prevalent, more money will be entrusted with moiitp iransmittcrs. and less widi chartered Kinks. 

finder Ik current mM, lurdy knits iilonc in an)' aniounr. iidll riol he Me lo iidepiiUely prolecr incredsii|; 

iinicwits ef finis- Governinem officials at all levels ignore this iucviuble nend at their own peril. 

11. Gapilal Requireiiienls Have Been Repeatedly Proven iBefleiMive us 
Regulatory Safeguards in Non-Bankiny Conlexts 

Banks (which have the opdon of obtaining tiadonal charters) ret|tnce mininiuni levels of capital 
because they' make loans. If too much money has been loaned out at the same nnie by a bank 
and there is a spike in demand for deposits on liand at that bank, a run can result, leaving tlic bank 
insolvent. 

.Money tiansrmtters do not make loans. .Money transnutten therefore do not suffer from the same 
type of pioblem as banb. and capital reqiurements must be evaluated in a different hgbu Every 
dollar entrusted to a money transmitter is available to its holder at .dl times. The key regulitory 
obteenves are merely ensuring tliat customer Rmds are not co-mingled svith the money mnsmiiter's 
operaaoiial fundi, and that customets have access to their tinids as needed. In essence, mainlattung 
the disdncoon between consumer accounts and operalioual accouuis is a niaiter of good record 
keeping 

Noneilieless, ignorir^ this logic, many (but not all) money trammission laws regulate comnietcial 
activity on die hasis of surely bonds, as prenously discussed, and capital reqiurcmems. The 
couvendoiial wisdom is that hilancial insutuhoiis with greater levels ofcapnal are more ttustworlhy. 
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!<imply put, ihii lonvenhonal svisdom is wildly wrong 

One only need recall the events of 2008 to see dtst capital amounts in absolute terms (as opposed 
to reserve ratios) only go so far The aeditors of Lehman Brothers, an cnnty once managing 
$000 billion of assets, were hardly protected by the lirm's immense reserves of capital when it 
declared hankrupu 7 on September 15.2008. Bear Stearns sulTered a similar fate. Bernard MadofTs 
luvesunem firm bad many luillium of dollars In its accounts before it was dismvered to be a Ponzl 
scheme of unprecedented scale.'* Allliough liiese enuiies were not money transmitters and in many 
cases used leverage to attempt to bolster their returns, e.’itretnely large comparacs such as Mb Global 
(with 8dl bilbon in total assets and $39.7 bilbon of debt according to its bankruptcy libng)'* .lud 
Peregrine Financial Group operated much more bke money tnmsnutters (not making loans) and 
sulfered the same fate." Yet financial regulators continue to place irusttn capital alone when it is a 
totaUy irrelevant liicior for money transiniuets. 

At least m the ase of M F Global, wire transfers of /iimi/reil.i ^ mUlim ef dollan were made witboni 
any rvgidaiors noiictng that customer funds and operanonal funds were being oo-mingicd.” Were 
Mb' Global a money traosiralter instead of a futures brokerage, under the M PA. it would have bad 
no problem oblaimng a money transmission bceise given the original written $500, UOD tangible 


MTLs aie also 8awed in ihat tlicy lely heavily on third-party audits to assess capnaJ leveb,yhnd fa* by 
Ik uppInM. die smt «my kmg mJiul This perverse incentive situciuie gives the auslilor a strong desire to 
please its customer, not the govemincm, lest it not get piid. I( partially evplains how Madob was able to hide 
hii baud for so long. Il abo makes comptiaure ibai much raoie eirpensivr Think paid $18,000 for usclen 
MTA audits. 

" See “MF Global HoUings Amends Agreement to Use JPMoigan Cash." Tillany Kary, Bliwnbeig. 
htlp://www.bloombeig.com/news/2l.'12-09-07/ml-glohal-holdmg5-jmeiuis-agreemcnt-to-osc-jpinoigan- 
casbJitraL 

** See "MF Global ledux os icguloaor uyi PPGBest cbeni funds nussuig," IkuUis, |uly 10, 2012, 
bHpy/www.teuieis.com/anicle/2012/(J7/lCVus-i>tolter-plgbesl-mfglobal-idUSBR£8690512012t)710. 

** See "Investigators Scrufim/e MF Global Wne Tta[isterv.".Vam Aluned and Ben Piotess, ‘Hie ,Vew 
IMTiiik, February 26. 2012, bitp://(lealbook.nytimcs.com/20l2/03/2l>/invesligaaan-scniiimae-mr-glob- 
al-vvite-itansfets/. 
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net worth requirement, or even the unwritten SI million-plus tangible net worth requirement 
Nonetheless, its management would not have been any mote trustworthy 

Tins all goes to show that there is no relauunship between cafilal and trusu Evettifsuch a relauonsbp 
did exist, the aciiom of large banks in the 2008 financial crisis suggests that it would be iuveise 
and certainly not strong enough for policy to be based on its existence. Therefore, basing the 
hcensure process on absoluie amounts of apilal. as most MTLs do, accomplishes nothing e.xcept to 
discriminate against small firms just starling out who inevitably cannot meet the requirements on 
day one of business. 

I. The Domino IdTect 

Virtually every state money innsmissiou appbcauon asks the appheam to present a Usi ofall other 
states in wliich hcenses have been obuined or .applied for. Rejectiois must also be noted, often in 
answer to a yes-or-no quesnon asking whether die appliciiit h.is ever been rejecteil for a money 
transmission applicauon m any other state. If the answer to this quesnon is "yes." then the chances 
dial the instant appbcauon will also be reiecied increase dnmaucally. (This quesnon is often next to 
other quesnons concertung whether any of die applicants* officers have criminal reconls.) 

.As a result of the doimno effiect. apphcaim cannot risk applying for licenses in slates where it 
seems possiUe that their applicauon might he rejected fur any reason, including insufficient upital. 
Applying anyway could easily and irreversibly jeopardire that applicant’s chances at doing Inmness 
nadonwide. 

J. Nervous Banks 

Many bilcoin exchanges are poorly-run, lly-by-night operanons that shoidd not be able to obtain 
banking services m the Urated Sutes. Yet nuny money tfansmmets bviiig nothing to do with 
virtual currency are legjuniaie,aud diesc compames also iiicceasmgly have (rouble ohtaiiiii^ baiibiig 
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services. Banks are required to compi)' with the Bank Secreq' Act (BSA). and many feat penalnes 
for assonabng with the wrong money transmitters given die regulatory complexity inherent m the 
present system. 

K. Criminaliration of Legitimale Entrepreneurship 

Pertiaps the most counter-productive aspect of Section 1060 is part (a), which reads: 

Whoever knowingly conducts, controls, manages, .supemses, directs, or owns all or part of 
an nnhceosed money transmitting business, shall be lined in accordance with this tide or 
impnsoned not more dim 5 years, or both. 

In effect, while the CEOs of failed banks that caused the 2008 fiarncial crisis walk free, entrepreneurs 
trying to improve upon the enormous mess diey have left behind are told that if they do not comply 
petfeedy with forty-seven incredibly confusing and contrailictory state laws (as explained in part 
(b)), they might well go to Jail, along with their investors, directors, and even sltareholdcis. Never 
has there been such a statk disincentive to enter an industry'. 

The fici dial failing to comply with any state law is a federal criinc. combined with the naturally 
intersute luture of money transmission, means that compliance widi all sute laws is required at all 
times, even if it is not clear which states regulate which aspects of commerce (which it is not, as 
applicauB for licenses arc frequendv told to w'rite to sute agencies for deterrainauon letters, which 
can lake months or years to receive). Compbance with even a few sute laws ran be prohibinvcly 
e.\peiisivu for a new entrant, which typically must hire an army oflawyers to e.xplam forms, compile 
documenunon, assemble noorized affidavits, etc. 

In die end. the result is that fewer law-abiding emrepreneurs have any interest in entering an 
industry where punishmenis are plendful and rewards are hard to come by. Suthce it to say that 
Fayhl vvould not luve been able to succeed as quickly as it did, if at all. had a law such as the .Ml.A 
e.’usied in California m 19W. (Those MTLs that did exist ended up being an enomons challenge 
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for PayPal in m early days.) 

.Most states are hardly in a position linanrially to crush non-polluting, effiriency-drivtng busitiesses 

who hire workers and pay taxes. Yet that is exactly what they have done with MTU. 

I-. The Money Services Round Table Peeaeau MTLs to State Tegldaltifei 
Under the l alse Pretense ol “Consumer Prolertion” 

That the interests of large hnandaJ compames are really the mohvadi^ force bebnd .MTU' mynail 
restncoons is self-evident fiora the bulleted prospectus that .Mr. Levine and his colleagues supplied 
to the Cahfornia DPI in late February, 201U. Under the bold heading of “ADVANTAGES." tius 
unsigned document on no letterhead states that the new proposed law would reduce admiiustrative 
burden for DPI and "industry;" would bring California's financial laws "into the nia]nsDvanJ:"would 
give DPI more power (to harass die compcntors of TMSRT's members), and apparendy leliccts "a 
DFI-Industry consensus.” This last statement is blatandy fake unless the capitalized ‘Tndustry" is a 
code word for TMSRT. Consumers are mentioned only in passing as the supposed beneficiaries 
of addloonal disclosures required by statute "with regard to emerging electronic lechnologes”- 
obsiades clearly urgeted at lechnolt^ startups that namrally threaten IMSR.I members. 

Conspicuously missing fromTMSBJ's bulleted hst was a mention of lUiy specific event or repuuble 
study (or any study at all) that would have suggested iliat more state .MTLs were necessary ni the 
first place. Tiiis is because die MTA represented nothing mure than a naked power grab on behalf 
of bodi TMSRT and the DPI, 

This is not to say that consumer protection ti not a legmmate state interest, for it clearly is. 
Unfortuiiately. the .MTA and other MTU lack any eflectivv means by which consumers would 
actually be protected, and even if they did contain such efeedve nitatis, state regulauirs have shown 
time and again that they have litdc to no uilention of actually enfordiig the law in a maniiet that 
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would protect consumers. 

.M. -Some MTU Are So Broad »s to Encompass Virtually All Aipecls of Routine 
Commerce 

Under the California .MTA, ever^- law (inn that maintains a trust account or remits funds to 
government agencies on hehalf of clients is a money transmitter. Every payroll company tliat drafts 
and holds unto client funds a a money transmitter. (Consequendy. the patToll industry lobbied for 
an exemption from the .MTA and got one in October. 2013.) Every private university that operates 
a pre-paid debit system for students, allowing them to purchase ^ods and services at on-cainpus 
third-party meithaiiis. is a money tranmutter. Ewty construction company, real estate agency, 
escrow service, and political donanon aggregator is a money transimtter. The definmon of "money 
transmission" in Pinanaal Code § 2003(o) is so absunlly broad as to encompass much of the daily 
activiiy dial keeps Cahfornia's economy rumiing. Of course, a good uuinber of technolcgy startups 
are also unwimngly money transmitters under this deiiniuon. even if their core business has nothing 
to do with payments. 

Almost none of ilieie types of cnnnes listed above have licenses, let .done licenses nanonwide: 
after all, California only has si.\ty-five licensed companies^ with die .MTA having been in effect 
for sligbdy more than two yean. Meanwhile, as the MTA claims to regnlate everyihmg, the DBO 
does almost iiothii^ to enforce it. save for throiening those prospecPve apphcants who dare to ask 
quesnons. 

N. .MTLs Are Completely Inconsistent with Each Other 

Despite the nominally conunon goal of consumer piotccaon.MTls each have requirements that are 

considerably differenu There does not appear to be any pardculat logic to die onginal or amended 

^ This tepiesenu $323,000 of ipplicaUon Ice levenuc fur the DFI, enough to cover the salary and 
beneftis ofonl)' 1-2 bureaiicrais to oversee the program. Yet the sirnficed tax lewnues arc in the tens of raJ- 
lioiis. 
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figures in the MTA ($300, OW. amended to $230,IX)0^: $3 millian: $7 milhon) except that they are 
big. round numbeis. 

In contrast to the California MTA's original $500,000 (but really not) mimmum tangible net 
worth reqitiremeni and $750,000 aggregate surety bond requirement, Alabama requires $5,IKX) in 
minimum ungible net worth aiul a surety boml anywhere fiom $10,000 to $50,000. The M TA's 
non-retundable appheation fee is $5,000: in Alabaim. tlie total fee is $500. 

Ohio requires a niinimuin net worth of $25,000 but a $300,000 surety bond. (Jregon requires 
$10(1.000 in net worth but a $25,000 mimmum surety bond— except that it defines "money 
transmissioii" in a way that e.xempts payment processors such as FaceCish.^ Maryland's .applicauon 
fee changes depending upon whether one apphes in an even-numbered or ndd-numhered year.^ 
Clearly it is Impossible to find much consistency between the various laws, but even given the 
variation built into the tegulauiry n^iine, the M'fA is an order of magnitude more e.xpeiisive to 
comply with, and therefore more restrictive. Unfortunately in these cncuimiances, Silicon Valley is 
in California. 


State laws (hat are completely inconsistent xvath one another are often tbund to be uncoiisntntiunal 
by federal courlsas they tend to impede imerstatc commerce 


'' Wiih .53scnibly Bill 78() (2013), in lespniise to pressure from Thmt and others, the California legisla- 
lure decided ro lower the MTA’s miiiinuiiii ungible net worth lequiiemeiit by half. Then ii gave the UBO 
the siaiuioiy power to nise il up again to infinity. based on any factor at all. accomplishing nothing 
° Accoiding to I'inCEN. money ttansmitten are distim'i from payment processors. Even ihoiigli 
tbrs dimnriiou is embmlied ui the C:ude of Fvdetal Regulations, the DBO and certain other naie agencies 
choose to acuvely ignore it. See EniCEN Ruhngs 2003-8; FIN-200S-R005: FlN-30ii0-R0O!; and FIN- 
3l>.»-R(i(l4. 

See "Held Hostage: How the Banking Sector Has Distorted Financial Rcgubtion and De- 
moved Tecbnologial Progress," Aaron Greensp:in. Flunk Computer Corpontioo. Augntt 15, 2011, 
hup://www.ihiiikcoinputer.comrcotporaie/whiiepapeiVheldhosugc.pdf. 
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11. Think's Experience in California 

A. State Regulators Abused Their Discretion Under the MTA 

Both before and after the passage of Cahforraa .Assembly Bill 786, which Governor Brown signed 

into law in October. 2013. the .MTA gave, and iww to an even greater e.\teni gives, the DBO auk 

lilmk to do whatever it wants wiili respect to money transmission licensure. Applicants are now 

to be assessed on the "quality of their iiianageinent" (whatever that means) and “any other lactor," 

according to the statute. The issuance of heenses can be put on hold for up to a year, giving an 

applicant's compeudou more than enough time to gain traction illegally. Or, as happened to Think, 

appheants can be told that tliey will simply never be granted a hcense. no matter what- -but that they 

could trv applying anyway, so long as they remember that die application fee is iion-refundable. 

1. The DPI Invenlwl lu Own Set of Megdl Underground Regulations 
Not Subject to a Notice and Comment Period in VioliUon of 
CaltfpfflB GoventmyBt c°4e S ll-Alb-Slc) nini 1 C C P- ^ M 

keljiug on what he called Ins “personal expeneiice." DPI Deputy Commissioner Venchiarutb 
explained at Think's mandatory pre-appheation interview, held at the DFI’s San Francisco office on 
June 1 4, 201 1 . diat the M7A gave him unbridled discretion to set die tangible net worth requirement 
as higli as he desired .so long as it e.xceeded the S.iOU.OOO statutory figure. During die meeting, he 
ated a minimum net worth re(]uirenietit ofSI million. $2 million, 820 million, and as high as fSO 
million as potentially necessary to obtain a license. Ulien Ms. Eileen Newhall, Staff Director of die 
Cahfornia Semte Banking. Finance and Insurance Committee inquired again on behalf ofThink 
after the meeting, die Deputy Commissioner told her that the number was $1.5 million, but did not 
pul tins statement in writing. Without clarity as to the onnd direshold used to evaluate applications. 
Think was unable to apply for a hcense without rutiiung a sigiufiant risk of rejection dial would 
ultimately trigger irreversible naBonvvide ramifications, due to the aforemenuoiied domino effect. 
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Although the Commissiouer (or practically speaking the Deputy Commissioner) can increase the 
tangihle net worth rec|Uiienieiits on any given licensee pursuant to finaticial Coile 5 2081(b). tiiere 
is no direct osvrsiglil mechanism that would pres'ent a DBO Commissioner or subordinates honi 
pickup "favorites" and selectively raisiiig the capital re<|uiremems of particular compames for little 
to no reason at all. as tlie DBO appean to already he doing. 

Courts lend to look radier uufavoratdy on statutes tliat grant unfettered discrenoii to bureaucrats, 
or even elected officials. "We hold diose portiotis of the Lakewood ordiiiaiice gisiiig the mayor 
unfettered disaetion to deny a perimt application and unbounded authority to condition the permit 
on any addiuoual terms he decms'uecessary and reasoiiable.' to be iiucouiliUiuoual.'' City ufLatneeal 
1! HaiB Dfoltf PuNidting Cft, 486 U.S.75(I (1988). 

After Think filed .suit against the DR, an undated ".Money Transmitteis F.AQ" page spontaneously 
appeared on the DPI web site to supposedly clarily the followiiig (emphasis adilet^i 
"Q. What is die capital requirement? 

A. The capital tequiremenl luhes baiol im the Iktma's pim o/ cpatlm and riih proffle The 
aincnmt of tangible net wordi stated in the Financial 0)de, t5fl0,000. is no/ the aiiiooiil 
required for licensing, but rather the mnimiim alltiwed for eaisting licensees. A new licensee 
would typically be required to have more lai^ible net wordi, ill kM SI million, to ofisei the 
apeaal lossa of a new transmitter and support its operatioiul needs at all tunes." 

The DBO therefore pre-suppeses that all applicants will immediately lose mote diati SI million. 

This 15 simply not so. The web page has since been modified and this lai^age lias been removed. 

When quesnoned by Magistrate Judge Howard R. Lloyd about the ever-clianging requirements 
for licensure during oral aiguuieiil on April 17, 3012, accoidir^ lo the official transcript Deputy 
Attorney Genera] Ryan Marcrofi.teptesenang the DFl, staled, “.As far as that issue goes, it’s kind of 
a coiiiusing itsue, it was lo me at least" 
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In essence, the DBO's Inierprelatian of tlie MTA requires that apphcanls pay a non-refundable fee 
of 83.000 anil risk nationwide rcjecnon hfere learning what the requirements even are to apply for 
a money transmission license in California. This is a gross perversion of due process, rendering the 
MTA unconsatutional for yet another reason. 


1 hink is not the only eomp.in)’ that has expressed concern over the DBO's handling of the MTA. 
On July 23. 2013. Thomas P. Brown, an adjunct faculty member at the University of Cahforiiia, 
Berkeley Sdiool of Law and patuier in die San Francisco office of Paul Hasdiigj LLP (who has 
testified before the U.S. Senate Comironee on Banking. Housii^ and Urban ABairs about mobile 
payments and happens to represent many of the iinhceuseii entities that Think is snin^, quiedy filed 
a pennon with the California Office of .Adiinmstranve Law { 'OAL'T expressing concern that the 
DBO was attempnng to enforce underground regulatioas. He cited rhink's experience but ailded 
his own concerns as well. According to counsel at OAL, Mr. Brown withdrew die petinon just 
before the O.AL would liave issued an acceptance or denial, after a private telephone conversanon 
in which DBO officials promised to issue ri^lauons coiicernii^ the MT.A. In dns conversanon. 
the DBO claimed thatit was "unaware" that it had to issue formal regulaUom, even though this had 
been a major topic of concern at the March, 2013 oversight beanng before the Califbrma General 
Assembly Onnimllee on Banking and Finmee at which the tben-DFI Commissioner tesufied and 
at which Deputy CommissionerVenchiarutti was present. 



In die past, die DPI ius specifically threatened dm it an abuse ns audit power pursuant to Finannal 
Code § 2 12(1 to slnve an applicant into binkruptcy if that applicant attempted to apply for a license 
and rnaiugcd to somehow be soccessfiil in obuining one. Undoubtedly, the DFI wus referring to 
the fact tbit hcensees are required so pay for the “reasonable costs" of audits. (Of course, no cost is 
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really reasonable because such audits could be conducted tor the most part electroracally at no cost 
if tlic regulator were properly equippeil to regulate modern monq' transmission.) 

3. The DBO Bases Policy on a Mnyic NmnbCT tvilh No Foundation 

.As die basis for many .tssertions and rationales, then-DPI personnel silted dm as a rule it look three 
years for money transmitters to become protiiable. These sulT members offered no jusaficadon for 
this arbitrary figure odier than personal eitperiencc. The three-year rule was repeated in discussions 
between Think and DBO Senior Counsel Tony lehloiicii. No audionlanve sourer lot the rule was 
ever prewdeil. 

D. The MTA’s Cieogniphic Scope is Unconstimtioiwl On Its Face and As 
A pplied 

(!)n October 1.3. 201 1 , in response to Think's repeated inquiries about die actual iingible net worth 
requirement ami the poicnual liability diat TIunk would assume as a California company conduenng 
licatitd money itaiismission acdwiy outside of California fin .Alabama and Idaho specifically, where 
T hink held valid licenses), the DPI issued an Order e.iteraplingTIunk fiom the MTA so long as it 
cffccdvely proniisod mu to do basine.ss as a money transmitter in Cabforiiia. This necessarily impbes 
that die MTA polices the enure United Stales of.Amenca outside of California, wliich is not pcssihle 
or permissible given di.il the MTA is a slate, and not federal, law. 

To the exieiii that any sate MTL polices money iraiisimssion activity anywhere outside of its 

respeenve jutisdicnon, diat MTL is iiuconsuumotul. 

C. The DBO H«s Enforced the MTA in an Arbitrary and Capricious 
.Manner 


Adding iusuIl to lujury. (be DPI seems indifferem toward (he couudess companies vnolaiuig the 
MTA on a dady b.isis. 


108 


November 18,2013 

Wriiten Suiemeni of Aaron J. Greenspan. Cliief EwmUve Officer, riiink Compucer Corporanon 
Page 28 

1. I’he DBO Has Failed lo Respond to Formal Gomplainn 

Think filed no less dun ff)irt)'-four (34) different fornul complaints svitli die DPI in November, 
2011. teferenced in die lawsuit. No action that has been made pubbc has resulted liom then 
iovnagaiiuu. Namely, many of die staruip companies conducting monej' traiismissioii in Cahfocnia 
in violation of the MTA ate still conducting money transmission in California in violation of 
die MT'A. Meanwhile. Thinks inability to >iperate PaceCasli means dul ns competitors have an 
unfair advantage in the marketplace. TTiink intends to re-start PaceCasli once a viable regulatory 
fi-amewotk is in place, but when that happero, it will find the market already samtated by compatncs 
who dehberately broke state and federal laws for ye.irs to achieve their positiiius ol' dominance. 

The liBO has now had a full two years to act since the complaints were filcdin or hefisre November 
2011 . 

2. The DBO lias Made False Staienienis lo the Press Concerning the 
Existence of the Complainis 

In a July 11, 2012 article by Owen Thomas on the Bumess Insido web site entided, ‘This 
ImiovaUon-Kilhiig Cahfomia Law Could GetA Host Of Startups In Money Trouble" (htlp://www. 
biismessirisider.ciim/califomia-mouey-tiaiismitter-aci-surmps-2012-7), DPI spokesperson Alau.i 
Golden vvas quoted as saying, "Thankfidly, none." in response to die reporter's question about how 
nuny formal complaints the DPI had received about utilieensed motley traismittets. Ms. Golden's 
statement is demonstmbly false. 

Appreetimately two months pnor. on Apnl 17, 2012 at oral argument. Deputy Attorney General 
MarcToft stated,"Well, to answer Your Honor’s question, niy client mentioned diis inonung they ate 
looltiiig into diose complaints,’’ in response to die Judge Lloyd’s question as to what lud liappened 
to Think’s thircy-fnur formal complainis. 



109 


Novembwr 18,2013 

Written Suanieni of Aaron J. Greenspan. Cliief brecuUve Officer, Tlnnk Computer Corporauon 
Pjge2‘r 

3. I’he DBO Granted l.icente Applicaliona in Recnni Time lo Kniitiei 
in At-tive V'iolalioH of the M TA While Dtflavinp Others 

Facebook Paymens, Inc, a wliolly-owncd subsirliary of Facdwolc. Inc bcgjn conducting money 
transimssion ibrougb its Facebook Credils program lomenme in early 2011. but did ilol apply for a 
money transmission bcense until after! hink liled a formal compbunl about its acmity in November 
2011. rliis is significant insofar as Facebook missed the application cutoff date of July I, 201 1 
prescnbed by Rnanaal Code § 2 172(a)-' tliat would have allowed it to connnue operating legally as 
a money transimtler. In other words, it broke die law fully aware of its e.'dstencc 

Nonetheless, the DFl looked the other way. Igiioiii^ Facebook’s illegal activity, and approved its 
appliaoon forah'censein.iusc three months, leavingplency of time before the company's ininal pohbc 
ofering in May, 2012 when it would undergo cxueme scrunny by the United States Securities and 
E.vcliaiige Commission, A cursory resiew of public reairds concerning license applications reveals 
that most ate not approved witliin less than six niotiths, while tiuny take a full year (or two yean) 
to review. Since there are no pubhsbed standards ouilnnug the DR's appbcaiion review process, it 
is not dear why such disaepandes east. At an oversight be.iriug before the CalifoniM Assembly 
Committee on Banking and Finance in March, 2013. former DR Commissioner reveia Barnes 
claimed that the agency's imenial target for applianon processing is dO days, but there is absolutely 
no evidence of such a policy in iheacnial data. Former Commissioner Barnes .ilso sated, “we don't 
treat every applicant— it's really an art form in the sense that we don't treat every applicant exactly 
die same,’'' 


Accoidnig 10 ibe official text pmvidcd by the Sale, Financial Code $ 2172 was not propert)- le- 
numbered, and still leieieocer pte-2012 section numbers in ihc text ofibesainie iixtf. 

** See http://www.plamsilc.oiig/liaihlight/diiwnload.hmil?u1-313U747g.7=395adb4e, Case No, 
5:1 l-n'-ti54V(i-HlU, Ctodtei No. 47, Nge 40 
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D. The DBO’i Own Lawyers Ate "Appalled Al” ihe MTA 

In speaking with Think, DBO Senior Counsel Tony Leluonen renurkei! ihat he was surprised h 
the reastiaibleness orThink's requests. On September 13, 301 1, he admitleii that his own persunal 
view, shared by other legal suff, was dial, "We have been appalled at the new law. Even ffuMigh some 
of us may have been complidt in it, the view from Legal is; what are we doing here?" 

On October 17, 301 1, Mr. Lehtonen refused to commiiuicate with Think am' frirlher, despite hu 
earlier promise that he would be glad to talk any hmc. Given the DR's open hostility; this left Think 
with no channels of communicanon to its frnannal regulator. 

E. The MTA mill DBO Have Enpendered a Cullare of Fear. Mulonp Money 
T'raiismEsion More Danirerous 

Institutional Investors are not the only ones who have taken note of the OBO's arbitrary and 
capricious acnorn with respect to the MTA, not to meiinon the Byzannne and dracomaii nature of 
tlic MTA itself. Entrepreneurs are very much aware of tlie DBOs annpatliy towards their work on 
improving payments Consequently, those enffepreneurs most ;iil'ecied by the .MTA are afraid to 
come forward, tor those who ideulify themselves are most hkely to be Lngels of reprisals (as Think 
has been). 

Further aware of the DBO’s lackluster record in enforcing the MTA. many eiicrepreiieuts also 
correctly calculate iheir risk of being prosecuted for running an unlicensed money transmission 
business as being low if they simply stay quiet, and proceed with money iransnussion acnvincs 
regardless. Tins has the iromc effect of eiidangenng consumets. who may be able to turn to the 
L3BO for help with a handful of giant, licensed conglomerates, bot not for help with most other 
smaller businesses ofwhich the DBO is unaware. For example, in the past few months alone, several 
unbeensed bitcoin .surtups have cost consumers hundreds of thousands, if not milliom, of dollan 
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Were there reasonable federal money transnussion regulations in effect, these coiuumers might have 
some recourse, but alas, tliey do not. 

Ironically, the 2006 version of Mr, Levine would agree here. As he wrote in ili.ii same comment to 
PinCEN and the Federal Reserv'e in which he disclosed TMSRT's members, "The bottom line is 
tliat from the sCindpoint of law enforcement and for national security, it is far better for all financial 
transactions to be conducted tlirougli legitimate financial institutions rather than illicit operators 
who maintain no transaction records accessible to law enforcement, file no reports and have no BSA 
compbance costs. Therefore, neither law enforcement nor the overall security of die United States 
IS served by promulgating regulatory requirements which have the effect, at least insofar as MSB 
customers are concerned, of driving funds underground by providing an unintentional incentive for 
customers to use these illicit channels,” 

This is evaedy what Mr, Lesine’s state Mils do. They raise prices on die semces provided by 
"legitimate financial instituDons" and render all other channels “illicit," 

111. Proposed Solutions 

A. Federal Harniotiization ul'MTLs 

.^5 described hereiii. state MTU are fundamentally flawed and cannot be salvaged, nor would diere 
be any point in trying to do so. No level of surety bonds or capital requirements can actually keep 
consumers safe; iasuratice only truly worh In pooled networb. 'Sdiat mil ensure that consumers 
fiinds arc in safe hands are comprehensive background cheeb, character assessments, and real-dme 
electronic atididng of money ttansmitters by a federal agency that collects insurance premiums based 
u/mi the ijuaiilily ef deposits held in tmst. There is no role for any state in such a regulatory regime, just 
as there is no role for .tny state in policing interstate commercial airhne travel. 


Notably, the steps for starting a money services business in Canada arc much mote straightforward, 
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and Canada is hardly known as a hotbed of fioandal rnme. It teqnires registratinn witli one tederal 
agency tlie fiiuncialTransicoons Reports Analj’stt Centre (FINTR.AC). There are no up-front fees, 
no surety bonds, and no capital reiiuiremcnts for money transmitters to register. 

Here rn the United .Sates, the CotBumer Finatoal Protection Bureiu (CFPB) has atpresseil an 
interest in regulanng non-banking ennues such as money tninsmitters on a federal leael. FtnCEN 
already coordinates the registraoon of money seraces businesses for Bank Secrecy Act purposes. 
The FDIC has considerable e.xpertise in the area of financial account insurance. Cot^ress stiould 
choose an agency to house the comprehensive regulatory framework needed to manage money 
transmitters, including virtual currency operators, in a responsible manner redei'iing the concerns 
raised m these commenu, as soon as possible. 

B. Virtual Currencies Should Nut Be Regulaled Separately 

Recendy the State of New York Department of Financial ScfMCes proposci! a new kind of separate 
“BitLiccnsc" lor «riual currency operators. The nonon that specilic hranches of maihemaucs 
should require licensure under any regune is ludicrous. Furdiermore. the regulatory landscape is 
already unfathomaHy complex. New York s pniposal, however wcll-intenuoncd. would only worsen 
an already serious problem and achieve very litde to help protect consumers. Separate regulaumi 
might give entrepreneurs perverse incentives to classify their tinanaal products as “virtual currency" 
produvTs just to fall within or outside of a more or less favorable rcgul.rtory tegirae. It may very 
well also prove useless, as technology could quickly move on from bitcoin as we know it today. The 
abrupt rise in the price of one bitciun. even factoring m the system's deliauonary design, su^ts 
that a comHmtion of niarkci maiupulatiou, media hype and general confusion may be fuchng a 
spike in interest that is not necessarily warranted given the technology's e.\tremely sparse uptake and 
severe security hmiutions Bilcorn is one of die few linanaal technologies developed wherein it is 
possible to actually delete one's wallet by nustake. 
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C. Mone)- Transniilter Deposit Insurance Should Be Modeled Upon the 
FDIC 

For these reasons and others, it h mic that virtual cutrenc)' operators have a htglier risk profile 
than most other money iransmiuers. The sensiMe appro.ich to this problem would be to multiply 
the preimum paid into an FDlC-hke insurance pool by such liigli-riik ennties (whether bitcoin 
e.vchanges. on-line ositios. or othenvise) for money transmitter deposit insurance. In other woids, 
using arbnrary figures for illustrative purposes only, low-risk money transmitters might pay in $11,005 
per dollar held tor deposit insurance, wlule high-nsk money transmitters might pay in $U.03 per 
dollar held. Risk would be best defined by federal agency regiiLitions in order keep up with 
changing technology. 

Deposit insumice up to a limit i>f $10,0(10 (as opposed to the $350,000 FI3I(7NCUA limi^ should 
be mote than sufficient for most money transmitters' clieni .icconnta. 

D. Stop The Revolving Door 

The actions of "consulting" companies such as Promontory Financial Croup are inexcusable. 
Former senior-level financial regulators should not be permitted to earn salaries for helpuig then 
clients evade the l.iws iliey enforced cmly weeks months befow. Congress should specifically 
oudaw such activity for at least a period of ten years and impose severe criminal penalties for forinet 
fin-incul regukitors who hope ui ptolii Irom helping svihets evsuie or outright violaie ihc law. 



